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REPORT OF THE COMMITTEE ON WAR FINANCE 


The committee on war finance was constituted in the spring of 


1918. It consisted of the following members: 


. C. ApaMs, University of Michigan. 
. J. BuLLocK, Harvard University. 
. R. FarRcHILp, Yale University. 
. B. GARDNER, Brown University. 
. H. HOLLANDER, Johns Hopkins University. 
. W. KEMMERER, Princeton University. 
. D. Noyes, The New York Evening Post. 
. C, PLEHN, University of California. 
A. Scorr, University of Wisconsin. 
. M. W. Spracuse, Harvard University. 
H. PARKER WILLIS, Columbia University. 
E. R. A. SELIGMAN, Columbia University, Chairman. 


Professor Sprague was unable, because of the stress of govern- 
mental work, to attend any of the meetings and resigned shortly 
after the formation of the committee. He was replaced by 
Professor R. M. Haig, of Columbia University. Professor Adams 
attended the first meeting of the committee but found it impossible 
to devote any time to its deliberations and therefore resigned. 
He was replaced by Professor E. L. Bogart, of the University of 
Illinois. Professor Scott was unable to attend any of the meetings 
of the committee, but has approved of the findings. Professor 
Plehn was also unable to attend the meetings, but participated 
in the work of several sub-committees. 

At its constituent meeting, the committee decided to limit its 
activities to a consideration of public revenues, public credit and 
the currency problem, so far as the fiscal necessities of the gov- 
ernment were concerned. It was recognized that the topic of 
governmental expenditure was at the time too vast to lend itself 
to a satisfactory treatment by the committee; and it was also felt 
that the time was inopportune for an immediate study of the 
budget. The committee therefore resolved itself into five sub- 
committees. To one of them was assigned the subject of gov- 
ernment credit, to another the fiscal aspects of bank credit and 


i 


omic Association 


f revenue from taxation appeared to be 
ub-committees were assigned to this 


income and excess-profits taxes ; another 
of taxes on land and capital; and a 
consumption and the other indirect 

} 


five sub-committees were as follows: 
fits taxes ........Professor Bullock 
direct taxes....Professor Gardner 
.Professor Fairchild 
.Professor Bogart 
ind eurrency....Professor Kemmerer 


\ll of e general committee, with the exceptions 
noted a ne or more of the sub-committees. 

It wa ent that any adequate study of the operation of 
the incot profits taxes would call for a far more ela- 
borate of investigation than would be possible for the 
individu f the sub-committee. A number of members 
and f1 thi ciation were prevailed upon to provide the 
funds for 1 elaborate investigations and a sum of between 
twenty-f ind thirty thousand dollars was raised for this purpose. 
During er an extensive series of returns from various 
classes of ; concerns were secured by a carefully selected 
field for vere arranged and analyzed by an office force un- 
der the direct f Professor Bullock. The report of the com- 
mittee is | ased upon the conclusions of this field investiga- 
tion, whil the legal questions involved the committee has 
enjoyed t yperation and advice of Mr. Clement R. 
Lamso1 Boston, and of Mr. George E. Holmes, of New York. 
It had al en arranged to send a special commission to Europe 
to study t gs of the excess-profits taxes in Great Britain 
and in F: t various difficulties connected with the securing 
of passp finally resulted in the abandonment of this project. 
While it uld have been desirable to have a similar extensive 
basis for the work of the other sub-committees, this proved to be 
impracti 

The original objects which the committee set itself to achieve 

nber, scientific and patriotic. The primary object 

as representatives of a scientific Association, 
was to make a critical study of what had happened and what was 
happening in order that the results of such an investigation might 
become a manent part of the scientific treatment of the subject 
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and might help to elucidate the validity of the general principles 
underlying the actual development. No less important, however, 
in the minds of the committee, was the patriotic aim ;—the hope, 
,amely, of being able through an analysis of what was happening 
to formulate some constructive suggestions as to what ought to 
be done in the future and thus to help in the creation of those 
conditions which might be of influence in winning the war. 

The dramatic changes in the situation which supervened in 
November, when the draft report of the committee was virtually 
completed, necessarily affected the character of the final report. 
The first of our objects, namely, that of the scientific presentation 
and critical estimate of the actual fiscal events remains, indeed, 
unaltered; and this still forms the chief content of the present 
report. But now that the armistice has been arranged and the 
end of the war is in sight, the problem, so far as the future is 
concerned, becomes in large part one of readjustment or transition 
finance—a finance, namely, that is desirable during the period of 
transition from war conditions to peace conditions, from an ab- 
normal to a normal situation. While your committee is of the 
opinion that the subject of normal or peace finance is beyond its 
purview, it believes that the problems of the finances of transition 
or readjustment properly fall within the scope of its activities, 
since the transition period is a direct consequence of the war 
activities. A study of war finance ought in other words to include 
a study of those conditions directly attributable to the war. 

We have consequently included in our report some suggestions 
as to what is desirable during the post-war or transition period. 
In doing this, however, we have limited ourselves to the more im- 
portant points and have left a fuller consideration of this subject, 
as well as of the future peace finance, for later study by a subse- 
quent committee, if the Association should think it advisable to 
pursue the matter further. 

We proceed, therefore, to discuss the general subject under five 
heads, corresponding to the five sub-committees. While the 
discussion of each topic is primarily the work of the chairman of 
the sub-committee, it is to be noted not only that the members 
of each sub-committee collaborated in the preparation, but also 
that each contribution has been considered and revised by the 
committee as a whole. 
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INCOME AND EXCESS-PROFITS 
TAXES 


One of rtant features of American financial 
policy du esent war has been the very large reliance 
placed u; | excess-profits taxes. For the fiscal year 
1918 the € sources were approximately $2,840,- 
000,000, 73 per cent of the total income derived 
from tax fiscal point of view, at least, the income 
and exc t es were conspicuously successful in 1918; 
and it is t were the mainstay of our war finances. 

The 1 preponderant resort to these taxes are 
both clea In the spring of 1917 there developed 
a strong | that the war should be financed, as 
largely taxation and with the least possible 
resort t proved that the kind of taxation gener- 
ally fav t taxation of incomes and business profits, 
and that t n found little popular support. Further 


discussi t is unnecessary for the purpose of this 
report a postponed until after the war. It is 
1 


sufficien rely to point out that both political and 
other c natural and almost inevitable for Con- 


gress t rect taxation and resort chiefly to direct 
taxes uJ | business profits. 
The Income Tax 

rhe V t of October 3, 1917, provided for an in- 
come tax mplicated structure. Upon an ordinary 
income t f a normal tax of two per cent and a 
super-tax ive rates ranging from one to thirteen 
per cent excess of $20,000, it superimposed a war 
income t f a normal tax of two per cent and a super- 
tax wit tes ranging from one to fifty per cent 
on inc f $5,000. Moreover, the exemptions 
granted mes under the war tax differed materially 
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from those allowed under the ordinary income tax. The result 
was a complicated law which required the taxpayer to fill out a 
difficult return and increased considerably the trouble and ex- 
pense of complying with the act. Simplification of structure is 
urgently needed, and it is gratifying that the revenue bill pending 
n Congress at the time this report is written proposes to simplify 


the tax by doing away with the cumbersome distinction between 
ordinary and war income taxes and levying but one normal tax 
and one super-tax. 

An important feature of the Act of 1917 was that it reduced 
the exemptions granted under the normal income tax. There 
may have been, and probably were, in 1913, valid reasons for 
fixing the exemptions at $3,000 and $4,000, for unmarried and 
for married persons, respectively. But these exemptions were 
higher than could be justified after the income tax had sur- 
mounted the initial administrative difficulties and had come into 
fairly successful operation. The structure of the normal income 
tax, therefore, was materially improved when the exemptions al- 
lowed under the war tax were reduced to $1,000 and $2,000 re- 
spectively ; and the pending revenue bill wisely places the exemp- 
tions at the same figure. When the war ends, it is important that 
these exemptions should not be materially increased since it is un- 
desirable that, under either an income or a property tax, the duty 
of contributing to the support of government should be enforced 
upon only a small fraction of the population. 

"he 


rates of two and four per cent, imposed by the normal 
tax under the Act of 1917,’ were moderate for a time of war, 
and the pending bill proposes to establish a normal rate of 
twelve per cent with a provision by which the rate upon the 
first $4,000 of taxable income shall be six per cent. These 
rates are not unreasonably high under the circumstances, but 
it is unfortunate that the structure of the normal tax should 
be complicated by the imposition of two rates. If the desire 
to make a market for Liberty bonds, or some other controlling 
consideration, made it advisable to bring the rate of the individual 
tax up to twelve per cent without, however, imposing the full 
rate upon smaller individual incomes, the provisions of the law 
can be readily understood. But it is to be hoped that, as soon 

1 The corporation income tax imposed a rate of six per cent upon net incomes 


of corporations, and also a tax of ten per cent upon undistributed net income 
not retained for the reasonable requirements of the business. 
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tablish a single rate for the normal 
between smaller and larger incomes 
uper-tax. 
super-tax reached very high figures 
to sixty-three per cent upon incre- 
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of $5,000,000. Their severity was 


extensive exemptions granted to in- 
ral, state and municipal obligations. 
rogressive tax, the amount of which 
upon the size of an individual’s income, 
upon the character of his investments. 

e tax upon large incomes is just, it is 
d should depend upon the size of an 
results both farcical and inconsistent 
‘ssion ensue when rates vary with the 
taxpayer has already made or may 


larger incomes are so high as to cause 


ertain cases, the more so since they are in 
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heavy rates imposed by the excess-profits 


in any line of business fluctuate greatly 
tax of fifty per cent levied upon income 
may, if continued in operation, consume 
ym operations extending over a series of 
fits tax takes half the net income from a 
tax takes half of the remaining income, 
face certain ruin if the laws are strictly 
hing will occur when extensive commit- 
rrowed money, have been made prior to 
; by which the greater part of the pros- 
ted to be used for extinguishing debts 
the commitments. When it is a matter 
resources, taxes of such an amount ob- 
niary inducement and may lead to a de- 
opment until after the war. Cases have 
hich illustrate all these points, but it is 
in unofficial body to secure detailed in- 
them or to determine how frequently they 
subject to the income tax, the amount of the excess 
This provision has reduced the number of hard 


ed them from arising. 
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have occurred or how important they are in the aggregate. One 
taxpayer having large commitments in 1917, has been obliged, at 
great loss, to dispose of certain properties in order to save the 
remainder, and this at a time when his total profits were larger 
than ever before. Another who, during several years prior 
to 1917, had invested considerable capital in the development of 
mineral enterprises, “‘cleaned up” a profit of several million dollars 
early in 1917. Not knowing what revenue legislation Congress 
was to enact in the fall of that year, he reinvested a large part 
of his profits in other mineral properties which he expected to 
develop; and then found himself, at the opening of 1918, with- 
out any considerable amount of ready money but with a prospec- 
tive tax bill calling for several millions. He had the option of 
selling his new properties at a forced sale entailing heavy losses, 
in order to pay a tax upon profits which in great part would be 
lost by the forced sale, or of throwing himself upon the mercy 
of the government which would be obliged either to ruin him or 
to disregard the plain provisions of the law. In another case 
taxable profits, which at the end of 1917 were represented largely 
by a swollen inventory based upon inflated prices, were lost in 
the first half of 1918 by a decline in the value of the inventory. 
The law of 1917 provided no legal method of dealing with such 
cases, and the new revenue act should certainly supply one. 
With the present heavy rates of taxation it is clearly necessary 
to confer upon the Treasury department wide discretionary 
powers. Such discretionary administration of tax laws would in 
ordinary times be undesirable, but at present it appears to be a 
necessity. The very need of granting such powers throws an 
interesting light upon the whole question of the taxation of war 
incomes and profits. 

The income-tax laws successively enacted since 1913 have 
steadily improved the definition of taxable income, which, as 
formulated in the original law, left much to be desired. Further 
improvements seem likely to be made by the pending bill which, 
however, has not yet reached its final form. The points at which 
improvement is possible and desirable are as follows: 

1. Taxpayers should be permitted to deduct losses sustained in 
any transaction entered into for profit, even though such trans- 
action is not connected with any trade or business. Hitherto 
people have been taxed on gains resulting from such transactions 
but have been refused full allowance for losses. 
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itation hitherto imposed upon corporations 


llowed for interest paid on indebtedness 
In the corporation income tax of 1909 
some such limitation, because there was 


+ 
ii 


tax which would reach bondholders and, 


corporations could have reduced their 


ng future requirements through the issue 


er, the individual income tax was es- 
tification for limiting a corporation’s 
red because thereafter a tax would be 
m bonds or other corporate obligations. 
lved is that of debt deduction allowed 

ns deriving income from non-taxable 
ividual taxpayers could deduct all in- 
lebtedness, even though the money bor- 
ecurities the income from which was 
Realizing what opportunities the un- 
ffered for the avoidance of taxation, 
1at individuals should not be allowed 
indebtedness incurred for the purchase 
ns or securities. This limitation is 
ffective on account of the difficulty of 
r loans are for the purpose of mak- 
investments. The revenue bill re- 


Representatives limited the interest de- 


individuals and corporations to the 


+ 


erest paid on indebtedness exceeded the 
taxable securities. But this provision 
d:; and, even if it had been retained, it 
juirements of the case. Yet it seems 
exists, and that some day a satisfactory 
since taxpayers ought not to be able to 
heir income taxes by purchasing non- 
rrowed money. We face here one of 
of creating large and increasingly 
exempt securities. The best course 


reverse, so far as practicable, our entire 


xemptions. Until this is done, however, 


to prove reasonably satisfactory is to 
f an individual or a corporation to an 
the same proportion to the total interest 
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paid upon indebtedness which the income derived from taxable 
sources bears to his total income from all sources. This would 
mean that a person deriving one-half of his income from non- 
taxable investments would be allowed to deduct one-half the 
interest he pays upon all his indebtedness—a solution which would 
be as nearly fair to both taxpayers and the government as the 
circumstances of the case permit. 

4. The proceeds of life-insurance policies paid to the estate 
of a decedent should be excluded from the definition of taxable 
income in order to avoid the present flagrant discrimination be- 
tween policies payable directly to beneficiaries and those pay- 
able to a decedent’s estate. This the pending revenue bill pro- 
poses to do. 


5. The heavy rates now levied on incomes and excess profits 
make it desirable to provide adequately for amortization of plants 
and equipment acquired since the outbreak of the war for the 
expansion of essential industries. Scarcely less necessary, also, 


is provision for losses occasioned by shrinkage in the value of in- 
ventories after the war. Unless these things are done great 
hardship may arise in lines of industry which have difficulty in 
readjusting themselves to peace conditions. Even in 1918 cases 
arose where profits made in 1917 were lost through the subse- 
quent shrinkage of inventories, and we shall be fortunate if we 
avoid a large number of such cases in 1919. The pending bill 
proposes to grant certain allowances for amortization of plant or 
equipment and for losses realized in 1919 through shrinkage of 
inventory values used in computing the tax of the year 1918. 
Unless our war taxes are to be levied upon estimated income that 
will never be realized, Congress should make liberal provision 
for shrinkage in the value of plants and inventories. 

6. Since 1913 corporations have been subject to double taxation 
of dividends received from the stocks of other taxable corpora- 
tions. This was possible, although unjustifiable, when the rate 
of the income tax was only one or two per cent; but in 1917, 
when the rate imposed upon corporations was increased to six 
per cent, provision was made by which dividends derived from 
the stock of other taxable corporations would be doubly taxed 
only at the rate of two per cent. The pending bill proposes to 
do an act of simple justice by permitting corporations to deduct 
from their taxable income the whole amount of such dividends. 

Whether the federal income tax should differentiate between 
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funded | incomes is a question which has been much 
discuss t spring. Under the circumstances it is per- 
haps ju that the pending bill does not undertake such 
differentiat lministrative difficulties involved would 
be very reasury department now has more work 
on its hand in be performed in a thoroughly satisfactory 
manne! ' en normal conditions return, the income 
tax shi tiate between funded and unfunded incomes 
is a que h it is best to reserve decision. 

Certain a trat changes which have long been needed are 
incorporat nding bill. One of these is the provision 
by whic ual taxpayers are granted the privilege of ac- 
counting u t yasis of fiscal, rather than calendar, years. An- 
other is 1 hment of a reasonable and practicable method 
by whi ry secure refunds of taxes paid in excess 
of the a ictually due the government. The existing ar- 
rangement businesslike, vexatious and discreditable to the 
United St process of securing refunds is so slow, un- 
certain, a1 ive that it is not worth while to attempt to se- 
cure the f small sums; while in all cases the loss of in- 
terest is i! |. If, in order to avoid such delay and loss, a 
citizen protests the payment of a tax, he encounters various 
technical ties and incurs risk of serious penalties. An- 
other st 1dvance is the provision by which it is proposed to 
place a limit ve years upon the time within which the gov- 
ernment titute proceedings for the collection of an income 
tax. At] is impossible for any taxpayer to be sure that 
his best efforts have enabled him to ascertain and pay the amount 
of income tax due in any year since 1913, while corporations have 
no certainty that they have settled their taxes for the year 1910. 
Our income-tax laws have been badly drafted and very obscure 
at many points, local revenue officers have often given conflicting 
opinions, 1 reasury department has frequently reversed its 
rulings, and retroactive investigations under changed rulings 
have resu n demands for additional taxes on account of 
former In this respect the United States income tax has 
been exce sly uncertain and vexatious, and it is undoubtedly 
time for a statute of limitations. The proposed limit of five 
years is probably too long, at least for normal times; except in 
case of { 1, the limit should ultimately be reduced to two 


or three 
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The high rates now levied upon incomes subject to the super- 
tax have greatly intensified an inequality which had existed since 
1913 but was comparatively unimportant prior to the present 
year. Individual proprietors and members of a partnership are 
required to account to the government each year for the whole 
amount of the income resulting from the conduct of a business 


enterprise, and in respect of such income are subject to the super- 


tax if their total incomes exceed the stated figure. Upon the 
other hand the profits of a corporation become subject to the 
super-tax only to the extent that they are actually distributed to 
stockholders, so that the undistributed earnings are liable only 
to the normal income tax. The Act of 1917 sought to reach the 
difficulty by imposing a special tax of ten per cent upon cor- 
poration profits accumulated beyond the reasonable requirements 
of the business; but it exempted any part of such undistributed 
profits that was invested in certain obligations of the United 
States. Since any corporation that was expanding its operations 
and therefore required additional capital, as well as any that 
had debts which could be paid or available funds that could be 
invested in government obligations, could not be required to pay 
the tax, it proved that this provision of the Act of 1917 was 
of little effect. The Ways and Means committee, therefore, 
proposed to incorporate in the pending bill a provision imposing 
an additional tax of six per cent upon all undistributed cor- 
poration income except such as might be devoted to the discharge 
of bonds or other interest-bearing obligations outstanding at 
the opening of the taxable year. But the proposed remedy was 
open to so many objections that it was subsequently eliminated. 
It would have penalized companies which, when borrowing 
money, had obligated themselves to maintain a stated proportion 
between the amount of their liquid assets and the amount of 
their outstanding obligations, as well as those which, for good 
and sufficient reasons, had agreed to pay no dividends upon the 
common stock until their debts had been wholly extinguished 
or certain other conditions had been fulfilled. During 1918, 
moreover, not a few concerns were obliged to increase their loans 
in order to pay their war taxes, and in many such cases banks 
had required them to reduce or to suspend dividends. The diffi- 
culty is deep-seated since it arises from a natural and inevitable 
difference between the methods by which incorporated companies 
carry on business and those followed by unincorporated concerns. 
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It might to allow the latter to set up reserves for 


various | t of which the individual proprietors 
or partne t liable for assessment under the super- 
tax; but \ n would present many administrative 
difficul tic robably be found impracticable. Under 
an income t s to be no remedy that is not as bad 
as the d n worse; and it is probable that we here 
face one lable limitations to which this tax, like 
any othe: 

rhe ui ns resulting from the war and the pre- 
vailing | t income and excess-profits taxes have 
given ris ems in connection with gains realized 
from the tal assets or from the receipt of insurance 
money gt! n@ the value at which such assets had 
been cart taxpayer's books. The most striking in- 
stances ha nnection with the purchase of ships by 
the gove r the receipt of insurance money for vessels 


lost at se rent high values easily realized for this 


kind of ympanies have received purchase or 
insurance rmously in excess of the depreciated value 
at which i concerns would carry their ships. Un- 
der prey n themselves perfectly reasonable and 
proper f certain companies would have been 
required nd excess-profits taxes that would have 
had the e tically confiscating part of their fleets, since 
they wot t with funds insufficient to replace the vessels 
sold or | It is understood that the Treasury has author- 
ized the f ense accounts which will be adjusted 


1 


whenever aced, in such a manner as will pre- 
vent hard ng. This action is eminently just; but 
it is diffic : it was authorized by any provision of 
the exist I me legal arrangements should be pro- 
vided for reafter arising. 

The hi t uper-tax makes it necessary to change 
the existing f taxing stock dividends. This was not 
of great rior to the Act of 1917, but it is now of 
vital cons Whether stock dividends should be treated 


1 The Ser Committee has sought to find a remedy by exempting 
personal-ser ns from the excess-profits tax and by relieving cor- 
porations in ¢g | from the six per cent differential income tax provided 
in the House t 


12 
| 
= 


Committee on War Finance 13 


as taxable income is a question upon which opinions differ; but 
in any case the present method of taxing stock dividends is wrong. 
According to it, the value of each share of stock distributed is 
taken to be a proportionate part of the distributed surplus, and 
this results, in practically every case, in valuing a share at par. 
In some instances this rule greatly overvalues the gain accruing 
to stockholders from the increase in the number of shares which 
they hold, and it is desirable that some fairer method of deter- 
mining the value should be devised and put into practical oper- 
ation. Furthermore, the present method frequently results in 
double taxation. A person who buys a share of stock at 160, 
which figure reflects the enhanced earning power due to the ac- 
cumulated surplus of the corporation, and then, some years later, 
receives an additional share of stock having a par value of $100, 
will be taxed upon $100 of income under the present method. 
Even if we assume that the new share of stock has a market value 
of $100, it is clear that such a stockholder has gained only $40 
from the purchase of the original share at 160. Meanwhile the 
person from whom he purchased the original share has been re- 
quired (assuming that he bought it at par which represented its 
value before the accumulation of the corporation’s surplus) to 
return as taxable income the $60 of profit which he made when 
he sold his stock. Thus the government has taxed the two per- 
sons upon an assumed income of $160, when at the most there 
has been an increase of only $100 in the value of the investment. 
Until some better remedy is found, provision should be made 
that the taxable income resulting from a stock dividend should 
not exceed the difference between the value of the shares held 
by the stockholder after the declaration of a dividend and the 
price paid for his original shares of stock. Under such an ar- 
rangement, in the case above assumed, the person who purchased 
a share of stock at 160 and then received an additional share 
which made his total holdings worth $200 would be taxed upon 
an income of $40; while, of course, the original stockholder, who 
purchased at par the share which he sold at 160, would be taxed 
upon $60 of income. 

The income tax of 1913 established an elaborate system of 
collection at source which, among other things, had the effect of 
throwing upon obligor corporations the payment of so much of 
the tax as fell upon interest on bonds issued under agreements 
by which the obligor covenanted to pay the interest free of any 
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the theory of progressive taxation and in practice tends 
to make progression inequitable in its results. In the third place 
it puts state and municipal credit upon an essentially artificial 
basis; and, when the present restriction upon state and municipal 
issues comes to an end, will place a high premium upon im- 
provident borrowing. A constitutional question is undoubtedly 
involved; but this should be adjudicated now, and should not be 
permitted to continue indefinitely as an argument against action 
which ought to be taken with the least possible delay. The six- 
teenth amendment to the federal constitution seems to authorize 
Congress to tax incomes from whatever sources derived, and 
language used by the court in cases not directly involving this 
question should not prevent Congress from putting to a test the 
broad authority conferred upon it by the amendment. Whether 
a tax should be imposed upon all outstanding issues, or should 
be confined to future issues of state and municipal obligations, 
is a question upon which opinions differ; but difficulty at this 
point can be avoided by confining the tax to future issues. The 
bill reported by the Ways and Means committee very wisely 
provided that the income tax should be imposed upon future 
issues of state and municipal obligations, but this provision 
unfortunately has been stricken from the pending bill. It is to 
be hoped that before final action is taken the views of the Ways 
and Means committee will prevail. 

2. The Excess-Profits Tax 

As already observed, the excess-profits tax imposed by the Act 
of 1917 proved a great fiscal success. At a time when revenue 
was a paramount consideration, this result is greatly to the credit 
of the tax and, considered in a broad way, is ample justification 


of its enactment. When this is said, however, praise must end 


and criticism begin; for it appears certain that the success of the 
tax was due not so much to the manner in which the law was 
drawn, as to the skill and good judgment of the Internal Revenue 
department in administering the act and to the loyalty of the 
taxpayers in complying as best they could with the crude, obscure 
and, in many ways, harsh and unequal revenue measure. 

The law undertook to levy a tax on profits in excess of a stated 
deduction, and to levy it at rates varying with the percentage 
which the taxable income bore to the invested capital. The re- 
sult in certain important respects was the reverse of what Congress 
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upon the British model would have had the same result. The 
proposed combination of the two methods will not eliminate such 
results in cases where the application of either method leads to an 
excessively high tax, but will eliminate them in cases where the 
use of a single method would result in an unduly low rate of 
taxation. The net result may be a reduction in the number of 
erratic cases, but the proposed combination of methods will com- 
plicate the law and increase the cost of administration. If Con- 
gress continues to tax business profits, it should discard the cum- 
bersome and complicated paraphernalia of the present law and 
levy a simple tax upon the net income derived from business 
enterprise. 

The most difficult and in many ways the most important pro- 
vision of the existing excess-profits tax is that which provides 
for the determination of invested capital. The intention of the 
Act of 1917 was that invested capital should include all the 
capital put into a business by the proprietors, including earnings 
accumulated prior to the taxable year as well as the original in- 
vestment; on the other hand, appreciation of capital assets was 
to be excluded. The law also provided that the amount deter- 
mined should be the average monthly investment. This seems 
simple, but in practice the determination of an actual monthly 
average was difficult in many cases and impossible in some in- 
stances. Where, however, the value of the various items of in- 
vested capital was readily ascertainable, there was probably no 
difficulty in arriving at a figure roughly approximating the 
amount continuously employed throughout the year. 

In elaborating the definition of invested capital, and still more 
in administering the law, many difficulties were encountered: 


1. In the first place it was necessary for the Act to provide 
that, in general, capital invested in non-taxable securities should 
not be considered invested capital, because the income from such 
securities was not taxed.’ This provision was reasonable in most 
cases, but was obviously inapplicable to concerns that made a 
business of dealing in non-taxable securities such as state and 
municipal bonds. The injustice of taxing such concerns upon 
profits derived from the purchase and sale of non-taxables while 
excluding the securities from the definition of invested capital, 


1 For obvious reasons obligations of the United States were exempted from 
this rule and were allowed to be included with the invested capital. 
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limitation upon interest increased a concern’s taxable income by 
the amount of $50,000, which we may assume to represent the 
interest paid on one million dollars of permanent indebtedness 
in excess of the limitation, the permission to include this million 
dollars in the invested capital entitled the concern to a deduction 
of from $70,000 to $90,000; so that it was better off than if it 
had been allowed to deduct the whole of the interest paid upon 
indebtedness. The pending bill removes the arbitrary limitation 
upon a corporation’s interest deduction and will, therefore, 
obviate the difficulty encountered in this connection under the 
Act of 1917. It will also have the effect of increasing the taxes 
paid by a certain number of corporations.* 

3. In the third place difficulty was encountered in cases where 
corporations had issued stock for the purchase of tangible prop- 
erty. The law provided that in such instances the amount of the 
investment should be taken to be the cash value of the tangible 
property at the time of payment, unless such payment was made 
prior to January I, 1914, in which case the investment should 
be taken to be the cash value of the tangible property on that 
date. It further prescribed that, in no case, should such invest- 
ment exceed the par value of the shares specifically issued in 
payment for tangible property. This has produced no little in- 
equality. Ifacorporation, at some date prior to January I, 1914, 
issued stock to the amount of one million dollars for real estate 
worth at that time not more than half a million, and if such real 
estate subsequently appreciated so that on January I, 1914, it 
was worth one million, the company was entitled to be credited 
with one million of invested capital. But if another corporation 
upon the same date prior to January I, 1914, purchased real 
estate worth half a million, by issuing half a million of capital 
stock, it could be credited with only half a million of invested 
capital even though by January I, 1914, this real estate had 
appreciated until it was worth a million. The pending bill re- 
moves this inequality, but it does so by striking out the provision 
that property purchased prior to January 1, 1914, shall be valued 

1In this connection it should be noted that the form of return prescribed by 
the Treasury department and a ruling contained in a letter dated May 17, 1918, 
allowed so-called inadmissible assets to be offset by indebtedness, with the 
result that the deduction made from admissible assets on account of borrowed 
capital was reduced by the amount of indebtedness offset against the inadmis- 
sible assets. This interpretation doubtless relieved numerous cases of genuine 
hardship, but it is doubtful whether it was authorized by the law. 
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made a difference of thirty per cent in the amount of taxes paid. 
With a light tax the difficulty might not be serious; but with one 
that may amount to thirty, forty or fifty per cent the discrimin- 
ation is too grievous to be easily borne. 

5. Another cause of inequality was the provision made for 
patents and copyrights. If purchased for cash these could be 
treated as invested capital; but if purchased by the issue of 
capital stock or by shares in a partnership they could not be 
valued at more than the par value of such stock or the amount 
of such shares in the partnership. This has meant that patents 
or copyrights of equal value have counted for much or little in 


determining a concern’s invested capital according to the prac- 


tice followed in valuing such assets. In cases where valuable 
patents and copyrights have been turned in by members of a 
concern for little or no consideration in accordance with a policy 
of extreme conservatism, the excess-profits tax has penalized con- 
servative methods of business management.’ The pending bill 
proposes to limit the valuation of patents to twenty per cent of 
a concern’s capital. 

In determining the amount of taxable income certain difficulties 
were bound to arise under a tax as heavy as the excess-profits tax. 
The law provided that the income subject to the tax should be 
determined in the same manner as that subject to the income tax, * 
except that corporations might deduct income received from 
dividends upon the stock of other taxable corporations. In the 
administration of the law the following problems arose: 

1. The income tax limited the deduction on account of salaries 
to the amounts actually paid in 1917, a provision which occasioned 
no difficulty under the income tax but would have resulted in 
great hardship and inequality under the excess-profits tax in 
cases where the proprietors of business concerns had never been 


1 One result of the excess-profits tax has been that not a few concerns have 
written up ’’ patents and other similar assets which, under conservative meth- 
ods of accounting, they had previously carried at nominal valuations. This had 
to be done, of course, under the limitations imposed by the law; but the statis- 
ties which we have collected show a substantial increase in the figures at which 
some companies are now carrying their good will, patents, copyrights, and 
trade marks or brands. 


* It should be noted, however, that since the amount of the excess-profits tax 
could be deducted in determining the amount of income subject to the income 
tax, there was a further important difference in the bases of the two taxes. 
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partment to give relief in cases where the power to tax involved 
not only the ‘‘ power to destroy ” but the actual exercise of that 
power. It appears that under this interpretation of section 210 
the department has reconstructed the capital of no inconsider- 
able number of concerns with a view to reducing to a reasonable 
figure the taxable income in excess of the authorized deduction. 
In fact, the language of the ruling indicates that it was consid- 
ered proper, under section 210, to make an allowance for irregu- 
larity of earnings and for amortization, obsolescence or excep- 
tional depreciation. It may be concluded, therefore, that the 
income subject to the excess-profit tax has been determined in a 
number of cases upon a different basis from that followed under 
the income tax law. Such action was undoubtedly necessary in 
order to avoid the most extreme hardship; but provision should 
have been made for it in the law either by re-defining income 
for the purpose of the excess-profits tax or by conferring upon 
the Treasury department broad discretionary power in admin- 
istering the Act. This is a matter which has been already dis- 
cussed in connection with the federal income tax. 

The deduction allowed under the excess-profits tax was to be 
either seven, eight or nine per cent (according to the average 
amount of net income during the prewar period), plus a specific 
deduction of $3,000 in the case of a corporation or $6,000 in the 
case of an individual or partnership.’ The justification of allow- 
ing corporations a smaller specific deduction is not obvious and 
has never been satisfactorily demonstrated. The rates of from 
seven to nine per cent * were sufficient to exempt an amount of 
income representing “a good, moderate, and reasonable profit ”’ 
in some lines of industry, but they exempted very much less than 
that in many others. Generally speaking, in staple lines of 
industry the deduction was frequently equivalent to a normal 
profit, while in specialties it was very much less. The same thing 
is true of well-established industries as compared with those still 


1 The further provision was made that, if the taxpayer had no income, or 
an abnormally low income, during the prewar period, the deduction should be 
determined with reference to that allowed representative concerns in a similar 
trade or business. 

2In not a few cases the difficulty of determining the rate of profit during 
the prewar period or that of determining the prewar capital led concerns to 
claim the minimum deduction of seven per cent purely on account of the diffi- 
culty or expense of determining the exact facts. 
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the whole ‘‘ amount of the net income in excess of fifteen per 
centum and not in excess of twenty per centum ”’ should be taxed 
at the rate of twenty-five per cent; and so on with the increments 
of income in excess of twenty per cent. The Treasury depart- 
ment, however, came to the relief of the small taxpayer with a 
ruling, apparently contrary to the provisions of section 201, by 
which it was held that any amount of the deduction in excess of 
fifteen per cent of the invested capital could be deducted from 
increments of net income in excess of fifteen per cent; which 
would obviously result in taxing such increments at less than 
their whole amount. 

One of the unfortunate results of the Act of 1917 was the 
enormous disproportion between the tax imposed upon a concern 
having a nominal capital and that levied upon one having a 
capital slightly in excess of the amount which the Treasury de- 
partment might hold to be nominal. The former concern was 
subject to a flat tax at the comparatively low rate of eight per 
cent, while the latter, if it was successful, might find itself subject 
to a tax of forty per cent or upwards because its invested capital 
was so small relatively to its earnings. Thus a decision by the 
department that a concern’s capital exceeded a nominal amount 
might have the effect of increasing the tax rate from eight to 
forty per cent. At the time of writing the pending bill proposes 
a tax of twenty per cent upon concerns having a nominal capital. 
This will make the graduation of the tax rates less abrupt in a 
majority of cases, but will not wholly remove the difficulty. 

A matter of no little interest is the definition which the 
Treasury department gave to the term “nominal capital ” 
Section 209 of the Act of 1917 provided that “ a trade or business 
having no invested capital or not more than a nominal capital ”’ 
should be taxed at the flat rate of eight per cent upon its net in- 
come in excess of $3,000 or $6,000, according as it happened to be 
incorporated or unincorporated.’ The legislative history of the 
Act may indicate that its framers, or some of them, intended that 


this section should apply to lawyers, or other persons rendering 
personal services, whose capital is not a material factor in pro- 
ducing their income. But this is not the language of the Act 
which makes the definition turn wholly upon the amount of capital 
invested in a trade or business. A taxpayer having “ no invested 
capital” might be one who does business wholly with borrowed 


1 Foreign corporations and non-resident aliens wete not allowed this deduction. 
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the taxpayer to proportions which are often excessive." Expen.- 
ditures running from five to twenty-five thousand dollars, and 
representing between one and two per cent of the amount of taxes 
found to be due, are frequently necessary; and this means that 
the expense occasioned the taxpayer often equals or exceeds 
the average expense which the collection of the tax directly oc- 
casions to the government. In not a few cases it has cost tax- 
payers $700 or $800 to determine that their tax liability was be- 
tween $1,000 and $2,000, and in some instances it has cost from 
$25 to $500 to determine that taxpayers had no taxable income. 


3. The Income and Excess-Profits Taxes in their Relation to our 
Present Industrial Situation 

From the fiscal point of view the federal income and excess- 
profits taxes have been conspicuously and even brilliantly suc- 
cessful. They have been attended, the latter to a much greater 
extent than the former, with many inequalities, and have resulted 
in no little hardship; but such difficult'es have been minimized at 
many points by the rulings of the Treasury department. The 
result has been arbitrary and discretionary taxation, very ob- 
jectionable under ordinary conditions but justifiable as a war 
measure. Upon the whole the balance seems to turn greatly in 
favor of these extraordinarily heavy war taxes. 

The industrial effects of the taxes remain to be considered. 
Concerning them it is probably too early to reach a final con- 
clusion, and it is obvious that the somewhat abrupt termination 
of the war may make the results materially different from what 
they would have been if the war had continued through the year 
1919. Fear was expressed that taxation might prove so heavy 
as to diminish the ability of our essential industries to respond to 
the great demands made upon them by the war, and some anxiety 
is now felt concerning the effects of continued heavy taxation upon 
the ability of business to readjust itself to the conditions follow- 
ing the restoration of peace. Manifestly, the latter question is 
the one of immediate practical importance. 


10Of course, expenditures for accountants, lawyers, and additional clerical 
assistance are deductible business expenses, so that in the case of business con- 
cerns a part of the cost borne by the taxpayer in the first instance is thrown 
back upon the government. This does not mean, however, that the total cost of 
collecting the tax is any less, and does not affect the conclusion that this cost 
is frequently excessive. 
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and particularly in the unsubstantial 


1e so-called “ war profits”. Ina 


with its inevitable accompaniment of 


ry concern that increases its gross out- 


a large book profit at the end of the year; 

at income and excess-profits taxes are 

t experience teaches that book profits real- 

great expansion are in many cases partly 

sses which must be taken when expansion 

istry returns to a normal basis. This 

nly by liquidating liabilities, writing 

provision for shrinkage in the value 

es find their peace level; all of which 

possible if taxation absorbs too large a 

What is going to follow the termin- 

ne can predict with certainty, but men 

perience rather than speculation naturally 

pect that contraction and deflation will 
expansion and inflation. 

ne whether there is danger that Congress, 

to make the finances of the nation 

is overdoing the taxation of profits, a 

been made of the condition of several 

ns during the period from 1914 to 1918 

relate to 402 concerns having in 1918 

of $6,114,000,000. Most of them 

ring, but a few carry on mercantile 

of business. Public-service corporations 


financial institutions have not been included 


ns under which they operate differ in so 
ects from those affecting manufacturing and 
Certain large holding companies, like the 
Corporation, have also been excluded be- 
ble to secure data in a form admitting of 
was necessary to make. With these ex- 
en that the concerns studied provide a fair, 
ient, sample of the manufacturing indus- 
tates. One point at which the data are un- 
* do not include any considerable number 
Further investigation may show that 
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the conclusions reached need to be qualified before they are ap- 
plied to mercantile business, but this seems improbable. Another 
qualification is that the concerns studied are of fairly large size, 
their average capitalization being something over $15,000,000; 
and it is obviously possible that an investigation of a large num- 
ber of smaller concerns would reveal conditions that are either 
more or less favorable than those shown by larger enterprises.’ 
In about half of the cases data have been obtained from either 
Poor’s or Moody’s manuals. In the rest they have been secured 
by means of a questionnaire. 

Since the most fundamental and interesting problem involved 
in the investigation is the nature of the profits realized by con- 
cerns which have expanded during a period of marked inflation, 
the enterprises have been divided into two groups hereafter called 

expanded ” and “ not-expanded’”’. These terms obviously need 
exact definition before they can be used for statistical purposes, 
and it has seemed best to define an expanded concern as one whose 
total assets and total liabilities have increased by more than 
twenty per cent during the period from 1914 to 1918. This is 
upon the assumption that in times like the present no concern 
can keep its product or its volume of sales up to the pre-war level 
without expanding to a certain extent, and that concerns whose 
total assets and total liabilities have not increased by at least 
twenty per cent have done no more than hold their own. It also 
assumes that companies which have increased materially their 
product or their volume of sales must have increased their total 
assets and total liabilities by more than twenty per cent. In the 
actual examination and classification of the data it appeared that, 
if these assumptions erred at all, they did so by understating the 
amount by which assets and liabilities have had to increase in 
order to maintain business on a pre-war level. It follows, there- 
fore, that some of the concerns here classified as expanded may 
not have increased materially their physical output or their 
volume of sales. But it seemed best to adhere to the figure of 
twenty per cent in order to make sure that the statistics would 
not exaggerate the conditions found to exist in expanded in- 
dustries. 

1In this connection it may be stated that none of the concerns here studied 
made fabulous percentages of profit or suffered extreme hardship under the 
operation of the excess profits tax. It proved impossible to secure data con- 


cerning extreme cases, and the statistics, therefore, probably represent average 
rather than extreme conditions. 
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Tur mpanies which have not expanded, it appears 
somew!] ng that so many (148 out of 402) fall in this 


class iders what an enormous increase of in- 


dustrial t urred since 1914, it is not a little strange 
that ap] t thirty-seven per cent of the companies have 
not in t total assets and total liabilities by as much 


as twent t f these not-expanded concerns a consider- 
able nt ller companies; 34 of them having an aver- 
age ca] i n of less than $3,000,000 in 1918, and 74 others 
having capitalization of about $13,000,000, which 
figures a mpared with an average capitalization of 
over $15,0 r the entire number of 402 companies. 

For t of further analysis the not-expanded concerns 
have bee: ed into three classes which will hereafter be called 
Class A, ¢ s B, and Class C. The first of these includes all 
the com 1 were in a strong financial condition in 
1918; tl neludes all those whose financial condition in 
1918 wa t 1 pposite of that in which the concerns in Class 
A found while Class B includes all the remaining 
compa! 

The st r the forty companies in Class A of the not- 
expanded ire as follows: 


Assets (000 omitted) 
1914 1918 
$413,949 $400.196 
168,424 168,257 
130,402 119,787 
78,521 117,802 
35,220 95.986 
18, 464 17,984 
29,715 30,449 
6.333 


$956.794 


(000 omitted) 

1914 1918 
Capita $611,158 $608,884 
Funded 59,922 44,402 
Payable 69,085 39,492 
Other 13,078 21,174 
Reserves 662 18,312 
Profit a 224,030 


$878 837 $956,794 
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It will be observed that these concerns have increased their 
assets by less than ten per cent during the four years covered by 
our figures, but that they have reduced very greatly their in- 
debtedness. Funded debt has been diminished by over 15 mil- 
lions, payables have diminished by nearly 30 millions, while other 
obligations have increased by something over 8 millions. The 
items included under other obligations were not always easy to 
classify, and it is possible that in some instances certain things 
have been included which were not obligations in the ordinary 
sense of the word. But any errors that may have crept in at this 
point do not in all probability materially affect the aggregate 
figures for the forty companies. 

Comparing the indebtedness with the quick assets, we find that 
in 1914 these concerns had 412 millions of “ quick”’ (this is the 
total of the second, third, fourth, and fifth items in the table of 
assets), while they owed 142 millions (this is the total of the 
second, third and fourth items in the table of liabilities). By 
1918, however, they had increased their quick assets to 502 mil- 
lions while they had reduced their indebtedness to 105 millions. 

Significant also is the change which had occurred in the com- 
position of the assets. While the total had increased 78 millions, 
the plant account had been diminished by nearly 14 millions, 
the other tangible property (merchandise account) had slightly 
decreased, and the receivables had declined nearly 11 millions. 
Good will and patents had not changed materially, ‘“ other as- 
sets’ had increased by slightly over 2 millions, and the only 
items which had increased materially were the investments and 
the cash. It will be noticed that investments exceeded by 12 
millions the total of funded debt, payables, and other obligations ; 
while the cash exceeded by 37 millions the total of the payables 
and the accrued taxes for which reserves had been set up. Mean- 
while the capital stock had very slightly diminished, and the profit 
and loss account showed an increase of nearly 100 millions. 
Obviously these companies are prepared for any conditions that 
may arise; but, since they have not been expanding their busi- 
ness and have been converting their assets into liquid form, they 
have not helped as much as they might have done to provide the 
supplies and materials needed for the prosecution of the war 
They obviously have not been injured by the federal income and 
excess-profits taxes, and they appear to have set their houses in 
order against any contingency that may arise when the war 
comes to an end. 
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in Class A it is interesting to compare 
Class C. For these the statistics 


1918 

$48 405 $41,834 

14,452 16,504 

18,761 13,767 

4.874 4,618 

2,280 1,682 

10,195 10,266 

200 140 

941 4,348 

$100,108 $93,159 
000 omitted ) 

1914 1918 

$58,412 $56,308 

10,870 12,221 

12,289 12,100 

3,646 

277 

8,607 

$93,159 


are here dealing with a group of rather 

are in lines of business injuriously af- 
in size they average less than $3,000,000, 
ncerns in Class A averaged in 1918 nearly 
total assets have decreased by 7 millions 
loss accounts have shrunk by 9g millions. 
in war has not brought wealth to everybody. 
iposition of the assets have not been favor- 
property (merchandise) has increased by 


nvestments and cash, particularly the latter, 
addition to this, the funded debt, payables, 


have increased by four millions. In 1914 the 


d to 40 millions and the total indebtedness 


by 1918 the “ quick” had fallen to 36 mil- 
Iness had risen to 28 millions. As a class, 
not been burdened by income and excess- 


>» their incomes have shrunk and they do not 


s profits or, indeed, any other kind. 
es to Class B of the not-expanded concerns. 
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Class A included only companies which met certain definite re- 
quirements and the same is true of Class C; while Class B in- 
cludes a greater variety of companies, some of which had been 
prospering but were not able to qualify for admission to Class A, 
while others had not prospered but were not so badly off as to fall 
into Class C. The 74 concerns in Class B, therefore, exhibit 
much diversity of condition and the total figures are not es- 
pecially significant. The totals are: 


Assets (000 omitted) 


1914 1918 

Plant account, cece $385,329 $391,419 
Other tangible property 157,376 224.079 
Patents, 21.923 16,384 

LIABILITIES (000 omitted ) 

1914 1918 

Capital stock 2222. $591,596 $571,431 
Payables 60,646 99.174 
Other obligations 000006660000 0660 060008 6,162 14,609 
Total $882,434 $971,086 


It will be seen that these concerns have increased their total 
assets by nearly 89 millions, but that nearly 73 millions of this 
amount have gone into plant and other tangible property. Re- 
ceivables have increased nearly 13 millions, investments by less 
than half a million, and cash by 10 millions. Meanwhile the 
funded debt, payables and other obligations have risen from 
144 millions to 194 millions. The quick assets of these concerns 
totaled 345 millions in 1914, while the debts and other obliga- 
tions amounted to 144 millions, a comparatively favorable show- 
ing. In 1918, however, the quick assets amounted to 435 mil- 
lions and the indebtedness to 194 millions, a condition more 
nearly approaching the limit of indebtedness which bankers fix 
for ordinary commercial loans. A further significant fact is that 
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reased obligations the concerns show 


ther tangible property ”’, that is, their 


is precisely the kind of asset most 
ndustry readjusts itself to a peace basis. 
show an increase of more than 55 mil- 
ss accounts, this increase must be re- 
than a paper, or book, profit, which will 
ntil the debts incurred since 1914 have 
have been readjusted so far as neces- 
values. With a group representing 

ns as prevails in Class B further gen- 


-erns which fall in the not-expanded 
have prospered and can make the very 
led by Class A, but they have not been 
ns in order to aid in the prosecution of 
them, on the other hand, have fallen 
the very unsatisfactory showing exhibited 
not been injured by war taxation be- 
or nothing to tax. The remaining 


ne-half of the total, are in the somewhat 


exhibited by Class B. They have in- 


order to finance the purchase of materials 


d prices, and unless they improve their 
1 of readjustment comes they will have 


ns to solve. On the face of the returns 


indebtedness is still less than half their 
e cannot consign them to the limbo of 
normal, we could say that the growth of 
unt indicates that they have been mak- 

not normal, and the ultimate result 


expanded concerns which are the most 
student of war taxation. They may be 


ot-expanded concerns, according to their 


1918. For Class A, which includes 62 


are as follows: 


34 
i 
| 
| 

— 

| 


Committee on War Finance 


Assets (000 omitted 
1914 1918 
Plant account, etc $466.890 $528. 928 
Other tangible property 133,649 208.481 
Receivables, 72,995 139,682 
54.098 
9,703 
Patents, etc 5,346 3.412 
All other assets 5.13 18,917 
$1,039,166 


LiABiLitiEes (000 omitted) 

1914 1918 
Capital stock $407 .906 $454,082 
Funded debt 125.896 94,830 
Payables 43,977 41,361 
Other obligations. 15,608 30.367 
Reserves for taxes 110 34.087 
Profit and loas 157.260 384.439 


$750,757 $1,039,166 


These concerns have increased their assets by over 288 millions, 
or approximately 38 per cent. At the same time they have de- 
creased their funded debt, payables, and other obligations from 
185 millions to 166 millions. Their expansion has been financed 
chiefly out of accumulated profits, and their profit-and-loss ac- 
count has increased by 227 millions in four years. The out- 
standing capital stock has increased by somewhat more than 46 
millions, partly by stock dividends representing a distribution of 
profits that would otherwise have increased further the profit 
and loss account of 1918. Looking at these concerns from the 
banker’s point of view, we find that in 1914 their quick assets 
amounted to 269 millions, and their funded debt, payables and 
other obligations to 185 millions; the quick liabilities exceeding 
the proportion which would be considered satisfactory as a basis 
for an ordinary bank loan. In 1918, however, the quick assets 
amounted to 478 millions and the indebtedness to 166 millions, a 
proportion which establishes a very favorable basis for credit. 

Of especial significance is the constitution of the assets. Plant 
account has increased by 62 millions, but in a relatively small 
proportion. Other tangible property has increased by 75 mil- 
lions, or by §8 per cent, but this is not a very large increase for 
such t nes as we have been going through. Receivables have 
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1918 amounted to over eighty per cent of 
[he largest proportionate increase is found 
lich are 42 millions larger than in 1918, 
isen from 28 to 54 millions. The invest- 
18 totaled 130 millions, and equaled almost 
total indebtedness. There is, indeed, an 
ixes amounting to 34 millions; but if these 
ns would still have 96 millions of cash and 
ould greatly exceed their entire unfunded 
unts, investments and cash remaining after 
exceed by nearly fifty per cent their 
total 
Oby erns in Class A have husbanded their profits 
against a tingency that may arise after the war. Inven- 
tories 1 ! n value, some of their receivables may have 
to be ff, while their indebtedness will have to be met in 
any e\ t these companies have reduced their indebtedness 
in a ] lation, have accumulated liquid assets against 
time of | seem able to weather any storms that may be 
encountere: t mmediate or distant future. Conservative 
manag tless accounts for this in part; to some extent 
it appea to the fact that the excess-profits tax, working 
in its itic way, bore lightly upon certain classes of con- 
cerns. But it irs due chiefly to two very significant facts: 
first, t t these concerns expanded to a comparatively 
moderat and second, the fact that they could expand 
without ising very heavily their investments in bricks, mor- 
tar, and ndise. While their total assets have increased 
over 28 ns, their plant account and other tangible property 
show an 3 ite increase of only 137 millions. Their new 
plants a eased inventories have been financed out of ac- 
cumulat irnings which have been sufficient not only to provide 
for st incing but also to reduce debts and enable the com- 
panies 1 mulate a large amount of liquid assets. This con- 
clusion \ e strikingly reinforced by studies of the expanded 
concer! ided in classes B and C. 
TI tion of the 124 concerns in Class B is shown by the 
following 
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Assets (000 omitted) 
1914 1918 
Plant account, ete.. $534.058 $701,448 
Other tangible property 246,540 525,840 
Receivables 169,088 $22, 157 
Investments 55,127 76.958 
Good will 118,202 127.848 
Patents, etc. 17,037 17.293 
All other assets ° 9.607 14,300 


LIABILITIES (000 omitted ) 
1914 1918 
Capital stock $747,978 $856,102 
Funded debt 121,849 118,994 
Payables 124.357 302.762 
Other obligations 7.635 23, 307 
Reserves for taxes 293 39.307 


It will be seen that these companies have increased their as- 


sets by more than 661 millions, or approximately 55 per cent. 


But, unlike the concerns in Class A, they have increased their 
payables by 178 millions and their other obligations by nearly 
16 millions, a total of 194 millions, which is offset to an inap- 
preciable extent by a decrease of less than three millions in their 
funded debt. Their total indebtedness has increased from 253 
millions to 445 millions, or by approximately 192 millions. Yet 
these concerns have made a great deal of money as is shown by 
the increase of their profit-and-loss accounts from 195 millions 
to 518 millions, or by the tidy sum of 323 millions. The profits 
of the four years are further reflected in the increase of the capital 
stock from 747 millions to 856 millions, which has been accom- 
plished to a considerable extent by stock dividends representing 
accumulated profits. The increase of the capital stock and of the 
profit-and-loss accounts aggregates 431 millions, and yet these 
concerns have increased their indebtedness by 192 millions. 
Looking at these companies from the banker’s point of view, we 
find that in 1914 their quick assets amounted to 518 millions and 
that their total indebtedness was 253 millions, their debts amount- 
ing to slightly less than one-half of their “quick”. In 1918 
their quick assets stood at 998 millions and their total indebted- 
ness at 445 millions, a proportion somewhat more favorable than 
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14. But it is to be noted that they had 

taxes for which they had set up 39 millions 

r cash should be reduced by this amount; 

should really be placed at 959 millions. 

still leaves these companies with a 

n of indebtedness than they showed in 

ment was apparent rather than real. The 

re based upon inventories taken at normal 

1918 reflect inventory values that are 

he most significant figure in this con- 

f 279 millions in the item of other tangible 

of these concerns may be summarized 

1ade very large book profits since 1914, 

iper than those made by the concerns in 

been obliged to increase their unfunded 

ns, and they are carrying larger plants 

at values considerably higher than may 

e war. With good luck they may be able 

to a normal basis, write off a considerable 

s, and “ clean up”’ their present inventories 

;; but until and unless these things are done, 
realized ”’ their war profits. 

> 68 companies in Class C, the condition of 

following figures: 


+5 


Assets (000 omitted) 
1914 1918 
$397 176 $474,511 
130,093 395.801 
101,069 175,869 
20.395 42,922 
55,264 
29 284 
3,806 
17,477 
$715,584 $1,194,934 
\BILITIES (000 omitted) 
1914 1918 
$473,170 $570, 265 
49.745 115,502 
275,708 
11,352 
11,296 
210,811 


$1,194,934 
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It will be seen that between 1914 and 1918 these concerns in- 


creased their assets by 479 millions, or 67 per cent. But in order 
to do this they increased their funded debt by 66 millions, their 
payables by 193 millions, and their other obligations by 7 millions; 


their total indebtedness increasing by 266 millions, or over 190 
per cent. Yet they have made substantial profits, since their 
profit-and-loss account has risen from 105 millions to 210 millions, 
or by a hundred per cent. They have also increased their capital 
stock by 97 millions, in some part through stock dividends rep- 
resenting accumulated profits. Their book profits are much 
smaller than those of concerns in Class B, and somewhat less 
than those of concerns in Class A; but their profit-and-loss ac- 
count has doubled in four years in spite of the diminution caused 
by stock dividends, so that it is evident that they have made 
profits which would be considered large in ordinary times. In 
spite of this fact, however, from the banker’s point of view their 
condition in 1918 was very unfavorable. In 1914 these con- 
cerns had quick assets of 279 millions and their total indebted- 
ness was 136 millions, or a trifle less than one-half of their 
“quick”. In 1918, however, their quick assets amounted to 
670 millions while their total indebtedness stood at 402 millions, 
which was 60 per cent of their “ quick”. If allowance is made 
for accrued taxes, for which reserves of 11 millions have been 
set up, the showing would be still more unfavorable. Another 
bad feature is that, whereas in 1914 nearly forty per cent of the 
indebtedness was funded, in 1918 the proportion of funded debt 
had fallen to twenty-nine per cent. It is evident that these com- 
panies have expanded in a manner that has compelled them to 
extend their credit to an undesirable degree, and that they will 
be very fortunate indeed if they succeed in liquidating their 
debts, writing down their war plants, and realizing upon their 
inflated inventories, without experiencing serious embarrassment. 

It will be recalled that we found that the highly prosperous 
concerns in Class A had expanded to a comparatively moderate 
extent and had not been obliged to increase very heavily their 
plant and inventory accounts; and we attributed to these facts 
the highly satisfactory condition revealed by the balance sheets 
of 1918. This conclusion is strongly reinforced by comparing 
Class A with Classes B and C. 

In the first place the statistics show that Class A increased its 
assets and liabilities by 38 per cent; while Class B shows an in- 


t 
7 
1) 
4 
> 
= 


40 lmerican Economic Association 


crease of nt and Class C of 67 per cent. Manifestly 
there to be very close relation between the extent to 
which 1as expanded and the strength of its financial 
| it is obvious that such strength is, roughly, 
in inve1 tion to the extent of the expansion. 

Turnit t to the plant and inventory accounts we find 
that the plant ounts of Class A increased thirteen per cent; 
while t ; B increased thirty-one per cent, and those 
of Clas reased twenty per cent. At this point the results 
of the n are not uniform, since Class C makes a better 
showing t ; B; but it is evident that Classes B and C have 
increased t plant accounts decidedly more than Class A, and it 
will press ippear that the advantage which Class C has over 
Class |] than offset by the change that has occurred in 
the res entory accounts. Examination of these ac- 
counts it Class A has increased its other tangible prop- 
erty by ent, that Class B has increased it by 112 per cent, 
and that Cla as increased it by 204 per cent. Here the ap- 
proximat nverse relation between the increase of a class of 
tangible assets and the financial strength of an expanded com- 
pany ir! t clearly asserts itself; and, since with all classes 
of compa ise of the other tangible property has been 
so much greater than the increase of the plant account, we may 
regard t the most vital point of the comparison. Rising 
prices ha led all expanded concerns to carry greatly in- 
creased es, and there is a clear and striking relation be- 
tween t rea f this class of assets and the financial con- 
dition in \ panies find themselves in 1918. 


positi 


Accout eivable, provided that they are reasonably good, 
are ob\ tter asset than new plants acquired at war prices 
or mercha rried at inflated valuations. No definite infor- 
mation justifies the assumption that, if the return of peace forces 
readjust t ndustry, the receivables of any one of the three 
classes of | companies will show a greater shrinkage than 
those of of the others. On a@ priori grounds we might con- 
jecture that t re conservative concerns, which have expanded 
least, wi to write off a smaller proportion of their receiv- 
ables tha mpanies which have expanded more rapidly ; 
but so1 f the business has been on government account that 
it would rous to indulge in conjecture, and it is better 
to assume that the receivables of all classes of concerns stand on 
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approximately the same footing. The statistics show that the 
receivables of companies in Class A have increased nearly 92 per 
cent, that the receivables of companies in Class B have increased 
go per cent, and that the receivables of companies in Class C 
have increased about 74 per cent. The difference is not so marked 
as in the case of plant and inventory accounts; but, such as it is, 
it tells in favor of Class A. 

The item of investments next invites attention. To the extent 
that investments consist of Liberty bonds or other disposable se- 
curities they obviously contribute very greatly to financial stabil- 
ity. Class A has increased its investments by 42 millions, or 
130 per cent; Class B shows an increase of nearly 22 millions, 
or approximately 40 per cent; while Class C shows an increase 
of 22 millions, or 110 per cent; Class A obviously making the best 
showing, but Class C appearing to have an advantage over Class 
B. This advantage is probably apparent and not real. The 
item of investments does not consist wholly of Liberty bonds or 
other disposable securities, but includes, in many cases, stocks and 
notes or other obligations of subsidiary companies. Exact data 
are impossible to secure; but it has been determined that com- 
panies in Class B and Class C are carrying as investments large 
amounts of stocks or obligations of subsidiaries, and that the 
investments of Class A consist very largely of disposable securi- 
ties. That this conclusion, based upon the study of such details 
of the investment accounts as are available, is fully warranted 
can be shown by an examination of the current indebtedness of the 
various classes of companies. Class C, between 1914 and 1918, 
increased its payables from 82 to 275 millions, and it is not con- 
ceivable that companies compelled to increase their current obli- 
gations to such an extent were able to increase their holdings of 
Liberty bonds and other disposable securities by 22 millions, or 
110 per cent. Some of these companies have, indeed, subscribed 
to Liberty bonds, but have subsequently been obliged to dispose 
of them. As for ordinary investment securities, it is certain that 
they have not been buying them at a time when they have been 
drawing upon their credit to the extent indicated by their funded 
debt and payables. We may fairly conclude, therefore, that 
Class A is the only one of the three classes that has been in a 
position to acquire any large amount of disposable securities, and 
that the increased investment accounts of Classes B and C repre- 
sent chiefly investments which are tied up in the business of sub- 
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upshot of the matter is that we have 
the 75 millions of investments belonging 
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\ consist largely of disposable securities 
anchors thrown out to the windward: 
‘ec that the investments of companies in 
additional sails spread in order to carry 
nts of subsidiaries. The investigation 
is point Class A had, in 1918, a marked 
3 and C. 
appears that Class A shows an increase 
f 54 per cent, and Class C of 100 per cent. 
iccount, Class A has an advantage over 
ars to make a better showing than either 
llowance is made for accrued taxes, it 
> that the reserves set up by the three 
neither materially larger nor smaller 
lly needed for the purpose, Class A is left 
which is 8 millions less than it had in 
ith 33 millions, which is 14 millions less 
1 Class C is left with 44 millions, which 
han it had in 1914. This result appears 


uses to be so when it is considered that com- 


rry among their investments large amounts 
indebtedness issued by the Federal Gov- 
1 of the proceeds of Liberty loans. Classes 
ld some of these certificates, but it is certain 
invested heavily in such things at a time 
increasing their current obligations to the 
table of liabilities. The difference between 
ven per cent or upward would of itself be 


his. The chief reason, however, why Class 


increase in the item of cash is that business 
that a larger amount of ready money is 
[he concerns in Class A have increased 
ints by only 58 per cent, but have increased 
cent. Upon the other hand, concerns in 


sed their inventory accounts by 204 per cent 


ir cash by 100 per cent, so that they prob- 
oney in proportion to the requirements of 
han they had in 1914. 
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enough to effect our problem materially, but it may be noted that 
all classes of companies have increased slightly the item of good 
will, probably for the purpose of obtaining such allowance as 
could be secured in connection with the excess-profits tax. The 
valuation placed upon patents is not large enough to be material. 
[he increase of other assets is much greater in Class A than in 
either of the others. 

[he most important comparison of all is that of the quick assets 
of the expanded companies with their total indebtedness, and 
here the changes that have taken place since 1914 are most signi- 
ficant. In that year Class A had debts amounting to 185 mil- 
lions and quick assets of 269 millions; the proportion of the debts 
to the “quick” being nearly seventy per cent, which materially ex- 
ceeded the proportion usually accepted by bankers in connection 
with ordinary commercial loans. In the same year Class B 
showed an indebtedness of 253 millions and quick assets of 518 
millions, the proportion being a trifle less than one-half. Class 
C, in the same year, had an indebtedness of 136 millions and 
quick assets of 279 millions, which also was a trifle less than 
the proportion of one-half. Evidently, before the recent period 
of expansion, the concerns in Class A were, from the banker’s 
point of view, in a materially less favorable position than the 
companies belonging to Classes B and C. 

The 1918 figures show a striking change. Class A shows a 
total indebtedness of 166 millions, with quick assets of 478 mil- 
lions, the debts being a trifle more than one-third of the “ quick ”’. 
Class B, on the other hand, had in 1918 an indebtedness of 445 
millions, with 998 millions of quick assets, the proportion being 
somewhat lower than it was in 1914, but not very much below the 
limit fixed by banker’s requirements. Finally Class C, which in 
1914 made a better showing than Class A, carried in 1918 an 
indebtedness of 402 millions with quick assets of 670 millions; 
the debts amounting to sixty per cent of the “quick”. Obviously, 
the way of the expanded concern is not easy even in time of war 
profits. A further important fact is that nearly sixty per cent of 
the debt of concerns in Class A is funded, while the concerns in 
Classes B and C have funded less than thirty per cent of their 
indebtedness. 

In the foregoing discussion no account has been taken of the 
policies pursued by the different classes of companies in respect 
to disbursements for dividends or for moneys withdrawn from 
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the busin nincorporated concerns. On this point data 
are availa early two-thirds of the companies in Class A, 
over half n Class B, and more than one-third of those 
in Class ¢ lt ; that, between 1914 and 1918, forty con- 
cerns in | rned $374,725,000, and paid out to stock- 
holdet rietors, exclusive of salaries, $182,090,000, 
or somet than 49 per cent. Sixty-four concerns in Class 
3 earned $443,64 luring the same period and disbursed 
52; over fifty per cent. Finally, twenty- 
four conc iss C earned $182,629,000 during the period 
in question bursed $88,304,000, or a fraction more than 
48 per cet » far as this incomplete evidence goes, therefore, 
it appears that there has not been enough difference between the 
policies | | by the three classes of concerns to effect ma- 
terially the situat existing in 1916. Class B has indeed dis- 
bursed a irger percentage of its earnings than Class A; 
but Class C | lisbursed a slightly smaller percentage than 
either of t thers. Fora slightly larger number of companies 
data have been obtained concerning the dividend rates maintained 
from 1914 1918. Of forty-two concerns belonging to Class 
A, 50 per t increased dividends, 35 per cent maintained the 
same rate | 15 per cent reduced dividends. Of eighty-two 
concerns it B, 42 per cent increased dividends, 42 per cent 
maintain ( e rates, and 16 per cent reduced dividends. 
Of thirty-three concerns in Class C, 24 per cent increased divi- 
dends, 36 nt maintained the same rates, and 39 per cent 
reduced dividend [hese data make it seem probable that com- 
panies in | C have pursued a somewhat more conservative 
he other two classes, so that the condition 
in which they find themselves in 1918 cannot be attributed to an 
unduly libe cy with respect to the distribution of profits. 
For a certain number of concerns in each of the three classes 
it has be e to obtain data concerning the average rates 
of dividen 1914 to 1918. These are shown in the fol- 
lowing tabl 
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These figures confirm the conclusion reached above, that the class 
of companies which expanded most made the smallest disburse- 
ments between 1914 and 1918. In this table the average rates of 
dividends paid by companies in Class A in 1917 and 1918 have 
been materially raised by very large disbursements made by two 
concerns. If these two concerns were excluded, the average 
dividend rate for 1917 would be 8.3 per cent and that for 1918 
would be 10.3 per cent. It will be seen that the available evi- 
dence tends to show that the positions in which the three classes 
of companies find themselves in 1918 are not due to policies 
pursued with respect to dividends * or other disbursements. 

It should be observed in this connection, however, that the 
four hundred and two concerns included in the investigation are 
mostly companies of fairly large size, none of which have counted 
their profits by the hundred per cent, as some smaller concerns 
have been able to do. A striking fact developed by the excess- 
profits tax is that the smaller concerns have made the largest rates 
of profit, while few large companies have shown fabulous percent- 
ages of earnings. It is partly in view of this fact that the bill 
now pending in Congress proposes to fix a maximum limit to the 
tax that shall be imposed upon small concerns. If data had 
been obtainable concerning the most prosperous classes of smaller 
concerns, it might have been found that conditions differ ma- 
terially from those obtaining among the larger companies. Suc- 
cessful small concerns enjoy not only larger profits but also less 
publicity. 

Analysis of the data gathered concerning the four hundred and 
two concerns which have been investigated seems to point to the 
following conclusions: 


1. Class A of the concerns which have not expanded is in a 
much better position than any other class of companies in 1918. 
The indebtedness of these concerns is hardly more than one- 
fifth of their quick assets. Their plant accounts are less than 
they were in 1914, and their merchandise accounts are no greater. 
They have reduced their receivables, probably by closer coflec- 
tions, and they have enormously increased their investments and 
their cash. They hold cash sufficient to pay all the taxes for 
which they have set up reserves, liquidate their current accounts, 


1 All the statistics given above relate to cash dividends, stock dividends be- 
ing excluded. 
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ligations except their funded debt, which 
eave them nearly seventeen millions of 
ild be practically half as much as they 
hese concerns have not done as much as 

help us win the war. 
expanded concerns seems to have pros- 
pered it its war profits have not yet been con- 
verted i will not be until its debts have been reduced 
i ljusted as far as may be necessary when 


expanded concerns presents no problem 
taxation because it has not been making 
enough ted materially by either the income or 
the ex This is sufficiently indicated by the in- 

xes set up in 1918. 
ns which have expanded, less than a 
quarter (62) wing in 1918 which entitled them to be 
placed ir ther three-quarters have made large book 
profits, bu t the same time drawn heavily upon their 
i | a considerable distance—some of them, 

dry land. 

ncerns in Class A are there chiefly be- 
cause tl uch less than the other companies, and 
because t é to expand without increasing very greatly 
their in lants or merchandise, which may be sub- 


ject to « ( rinkage after the war. For these reasons 


they ha to reduce their indebtedness and to decrease 
very great portion it bears to their quick assets. This 
is the n hy because in 1914 the ratio of their in- 
debtedne eir “quick” was far higher than that which 
obtained ncerns belong to Classes B and C. Testing 
the credit of three classes of companies by the standard which 
a banker v we find that the war has completely reversed 
the conditio: f expanded concerns. Class A which was last 
is now first, and Class C which was in the first rank is now last. 
6. Class I he expanded concerns appears to have made far 
larger profits than any other class of companies, expanded or not 
expanded. These profits, however, for the most part still re- 
main in the business which has not only devoured them but has 
also consumed vast sums of borrowed money. The accumulated 
profits and wed money have been invested chiefly in plants 
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and inventories which may shrink very largely after the war. 
With good luck, these companies may be able to reduce their 
debts and take up a considerable shrinkage in their tangible assets ; 
but only a continuation of large earnings will enable them to do 
this; while, if these earnings continue to be absorbed very largely 
by war taxes, it is evident that the concerns will require a long 


time to reach dry land. Their book profits have been large, but 


they have not been realized, and a large part of them may 
never be. 

7. The concerns in Class C, precisely because they have ex- 
panded most and have accumulated the largest proportion of 
tangible assets which may be subject to shrinkage after the war, 
are in a highly unsatisfactory condition in 1918. They appear 
to have made profits which would be considered large in ordin- 
ary times, but they have made smaller profits than concerns in 
Classes A and B; and for that reason, also, they find themselve 
in an unsatisfactory position to-day. Several years of large 
earnings undiminished materially by federal taxation are the 
only thing that will enable these companies to reach shore. And 
yet in 1914 they could make a distinctly better showing to a 
banker than the companies in Class A, since their indebtedness 
at that time amounted to a much smaller percentage of their 
quick assets. One of these concerns not long ago published its 
earnings for the last fiscal year which is later than that to which 
the statistics relate. It shows a net income several times as large 
as in the years before the war; but, after allowing for prospective 
taxes and the ordinary dividends, the company will have a 
balance of earnings equal to only ten per cent of its indebtedness. 
Comment is unnecessary. 

8. In conclusion it is to be observed that book profits, in times 
of expansion and inflation, are not the same as realized profits. 
A concern which expands its operations materially may expect 
to find that a large part of its war profits will be needed to 
finance its expanded business; while, if it expands beyond a cer- 
tain moderate extent, it may also expect to be obliged to borrow 
very large sums of money. If its earnings are large and are not 
absorbed by excessive taxes, it may reasonably expect to repay 
its loans, provide for a possible shrinkage of its tangible assets, 
and ultimately realize its war profits. But expansion has its 
hazards, and these seem to be in direct proportion to its extent. 
War taxation, in particular, is a most serious hazard, the import- 


‘| 


48 lmerican Economic Association 


ance of whi ry be more fully realized next spring than it is 
to-day ts may yet prove that in not a few cases our in- 
come and rofits taxes are imposed upon income that can 
nevet ed and upon profit that will yet turn into loss. 
In an t certain that the return of peace renders it 
necessa nf to consider carefully the effects of pro- 
posed re rislation upon the readjustments which now 
seem t f American industry. 
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CONSUMPTION AND OTHER INDIRECT TAXES 


Governments are dependent for their tax revenue, upon two 
main groups of taxation: (1) taxes levied on property or in- 
come, 7. €., property in the hands of its owner or in the process 
of distribution on the death of its owner, and income in the making 


or in the hands of the final recipient; (2) taxes levied upon 
specific articles in the process of production or in the hands of 
the user—the so-called consumption taxes. 

There are other subjects of taxation, such as transactions, legal 
and commercial documents, the pursuit of specified occupations 
and polls. These, however, play a minor part and find their 
justification rather in the fact that they can be made to yield a 
moderate amount of revenue without imposing a serious burden 
on the individual taxpayer than in any theory of an equitable 
distribution of the burden of taxation. 

The great advantage of the first group of taxes is that they 
present an opportunity for a distribution of the burden of taxation 
with some approximation to ability to pay. The great advan- 
tage of the second group is that they afford the best means of 
getting at the tax-paying capacity of people, individually pos- 
sessing property or income in amounts too small to be effectively 
reached by property and income taxes, but into whose hands, in 
the aggregate, passes the greater part of the national income. 
Regressive in character when taken by themselves, these taxes 
when combined with property and progressive income taxes con- 
stitute an essential element in a well-balanced tax system. They 
cannot be regarded as unduly burdensome if they are levied 
not on necessaries but on comforts or on articles the consumption 
of which can be curtailed without real injury or perhaps even 
with benefit. Their influence in discouraging harmful con- 
sumption is in fact an additional point in their favor. 

The subjects of taxation best fitted to meet these requirements, 
and which are consumed in quantities sufficiently large to yield 
substantial revenue, are few in number. The subjects of taxa- 
tion may of course be so chosen that the burden will fall on the 
classes reached by property and income taxes. When so em- 
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‘tion taxes lose their distinctive advant- 
is they are used to curtail the consumption 
therto in the United States the federal gov- 
its tax revenue almost wholly from con- 

form of duties on imports and, since the 
liquors and tobacco. In time of war 


| taxation has been temporarily extended, but 


direct taxation of property or income has 
The states and local divisions have, on 

nly on the general property tax supple- 

by taxes on corporations and inheritances.’ 
has been due in part to the provisions 
ranting to the federal government the ex- 
n imports but restricting its employment 
requirement that they be apportioned among 
of population. These constitutional re- 
however, the sole determining factor. 

as used in the constitution had been so 
the supreme court, prior to 1895, that 
was probably free to use any tax other 

on land both of which were ruled out in 
ibtedly subject to the rule of apportionment. 
ing the Civil War it did levy both income 
and was sustained by the court in so doing. 
normal conditions it relied chiefly on 

1e form of custom duties and excise taxes 
it was because these were regarded as 
revenue, peculiarly adapted to federal ad- 
ling sufficient revenue to meet the needs of 
constitutional restriction was first really 
supreme court virtually reversed its 
onstitutional an income tax law enacted 
pplying a deficiency in the revenue due to 
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tax revenue collected by the federal government 
une 30, 1866, over seventy-five per cent came from 
ver fifteen per cent came from direct taxes. A 
ith those in the appendix to this report shows 


xes supplied about ninety-five per cent of the total tax 


ernment in 1913, the census figures of wealth, debt 
they yielded about one-third of the tax revenue of 
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industrial depression and the reduction of tariff duties. It is 
however, doubtful, whether, if the law had been sustained, it would 
have materially altered our system of federal taxation, except 
possibly during the period of the Spanish War. With the return 
of business prosperity and a high tariff policy consumption taxes 
again proved adequate not only for normal, but even for war, 
needs. 

The constitutional restriction, in so far as it affected income 
taxes, was removed by the adoption of the sixteenth amendment 
in 1913. An income tax, at a low rate and with large exemption, 
was therefore immediately enacted under circumstances similar 
to those of 1894, namely, an anticipated deficiency in revenue due 
to a reduction of the tariff. It may be safely said, however, that 
there was little expectation that the new tax would displace con- 
sumption taxes as the main source of federal revenue in normal 
times. It was regarded rather as a reserve power to be employed 
only in times of emergency. In 1914, the first year of the income 
tax, consumption taxes yielded 89% per cent of the total tax 
revenue. Moreover, it did not necessarily follow that the whole 
burden even of emergency taxation would be thrown on the new 
tax. The excise taxes on liquors and tobacco were low’ and 
capable of great expansion; the list of articles and transactions 
subjected to excise taxation could be greatly extended; and im- 
ported food luxuries, such as coffee, tea, and cocoa, capable of 
yielding considerable revenue, were on the free list. These re- 
sources had proved adequate to finance the Civil War and the 
Spanish War and it was natural to assume that they would be 
again utilized in times of emergency. 

Opinion in regard to the income tax had, however, undergone 
a radical change since the period of the Civil War. Its revenue 
possibilities were great and it offered distinct advantages from 
the political standpoint. These advantages however, do not in 
our opinion justify its exclusive use in meeting a great emergency 
just as they do not justify its exclusive use in normal times. 
There is no reason why all classes should not be called upon to 
bear their fair share of the burdens imposed by a great war, as 
well as of the normal burden in time of peace. We undoubtedly 
erred in the Civil War in placing too much of the burden on the 

1 $1.10 per gallon on distilled spirits; $1.00 per barrel of 31 gallons on fer- 
mented liquors; on cigars $3.00 per thousand; on cigarettes $1.25 per thousand; 
on manufactured tobacco and snuff 8c. per pound. 
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nd too little on those of large tax-paying 

le, however, to err in the opposite direction. 

) great as to demand the utilization of the 

he community to the full, such an error may 

yy creating a sense of injustice, discourag- 

ing indu ffort, and drying up the sources of revenue upon 

which t ent must rely for the maintenance and increase 

of its 1 \ well-balanced tax system is desirable even in 
times 


se is to consider: (1) whether in meeting 
the presé y taxes other than income taxes, particularly 
consu ve been utilized as fully as they should have 
been; a art which these taxes should play during the 
period tment and debt payment. 


The out f the European war resulted in a diminution of 
revenue h the disturbance in economic conditions) and 
an increa liture by the federal government, thus 
necessitat ition for increasing the revenue. The act of 
Octol raised the tax on fermented liquors from one 
dollar t ) nd a half per barrel, increased the tax on grape 
brandy 1 to fortify sweet wine, and imposed low duties on the 
following icturers of, and dealers in, tobacco; receipts for 
freight and ress packages; various documents; insurance 
premiu! legraph and telephone messages; seats in parlor cars; 
perfum« tics and toilet articles; and a limited list of 
occupati 

mber 8, 1916, the taxes on documents, cos- 

s, and telegraph and telephone messages were 

n corporation stock, the profits of munition 

manu fact rs, and the distribution of estates were added. The 
only I xes increased were those on wines. The 
additi provided by the increase of consumption taxes 
in the cht, in fact no more than sufficient to offset 
the is revenue following the disturbance in economic 
conditi was caused by the war. The net result was that 
revenu nsumption taxes, together with the new taxes 
on trai cupations, in 1917 exceeded the revenue 
: taxes in 1914 by only thirty million dollars, 
ndeed there would have been no excess at all 

the increased withdrawals of distilled liquors 

ited increase in the rates of taxation which did 
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The total tax revenue had, however, increased during the inter- 
val by 363 millions (equal to 65 per cent), 299 millions of which 
was derived from the income tax, the remainder (other than the 
thirty million dollars noted above) coming from taxes on the 
capital stock of corporations, from the profits of manufacturers 
of munitions and from estates. Broadly speaking, the deficiency 


in customs revenue was made good by increasing internal taxes, 
other than the income tax, while the latter was used to supply 
the additional revenue needed. In view of the amount of the 
additional revenue required, this policy was perhaps not open 


to serious criticism, although the rates on distilled liquors and 
tobacco might well have been somewhat increased. 

Our entrance into the war in 1917 involved an increase of ex- 
penditure to a total originally estimated at approximately eight 
billions, exclusive of advances to our allies. It was determined 
to provide substantially half of this amount by taxation. This 
would involve taxes of four billions as compared with 672 millions 
in 1914 and 1,035 millions in 1917. Such an increase was 
bound to impose a severe strain on the taxpaying power of the 
nation. It demanded that the greatest care be taken, in order to 
secure an equitable distribution of the burden, to avoid hampering 
productive energy and drying up the sources from which the 
future increase of taxes must be drawn; and finally to encourage 
the redistribution of the productive forces demanded for the 
maintenance and development of the essential industries. 

The tax act of October, 1917, provided what, in view of the 
enormous increase in the total tax revenue contemplated, must 
be regarded as an extremely moderate advance in the rates of the 
long-established internal consumption taxes. The rates on dis- 
tilled liquors were increased from $1.10 per gallon to $3.20 per 
gallon when withdrawn for beverage purposes, and to $2.20, when 
withdrawn for other purposes; on fermented liquors from $1.50 
to $3.00 per barrel. The rates on wine were doubled. For a 
flat rate of three dollars per thousand on cigars there were sub- 
stituted rates which varied from four dollars per thousand on 
cigars retailing between four and seven cents to ten dollars on 
cigars retailing at over twenty cents. On cigarettes the increase 
was from $1.25 to $2.05 per thousand, and on manufactured 
tobacco from eight to thirteen cents per pound. Taxes at very 
moderate rates were also imposed on a variety of beverages, com- 
monly known as soft drinks, on automobiles and motorcycles, on 
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sporting goods, and on a limited list of 
ie class of luxuries. The documentary 
on cosmetics and toilet articles, re- 


re-established and taxes on proprietary 


Taxes of ten per cent were levied on 
lissions to places of amusement. Freight 
ee per cent, express charges five per cent, 


per cent, parlor car seats and berths ten per 
ephone messages five cents, when the charge 


and charges for the transportation of oil 
nt. Taxes were also imposed on insurance 
estates were materially increased. Im- 
red except in so far as was necessary to 
internal taxes. Tea, coffee and cocoa 
[he combined result of these changes, 

for the year 1918, was an increase 

s (55%) in the revenue from liquors and 
e from 7 to 144 millions from other in- 
These increases were, however, in 

46 millions in customs revenue, with a re- 
all consumption taxes from 620 millions 


taxes, and documentary stamp duties, 
56 millions; but the great bulk of the in- 
nished by the income tax and the excess- 
tax in the broad sense of the term) which 


> millions as compared with 388 millions 


nitions profits taxes in the preceding year, 
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Consumption taxes, including under 
nsportation and transmission of messages, 
» places of amusement, yielded 24 per 
venue as compared with 60 per cent in 
IQI4. 
whether such disproportionate increases 
and income taxes were justified and 
fits tax, in particular, levied in many in- 
were merely accounting profits and would 
ly if the war should continue, did not 
expansion of industry and to dry up the 


Lut Hundreds of millions of dollars could 
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taxation of tea, coffee and cocoa, without imposing any undue 
burden on the classes not reached by the income tax. The fact of 
this disproportion and the necessity of a more radical increase in 
consumption taxes seem to have been realized, in some degree, by 
the House committee in preparing the bill passed in October, 
1918. The prospect of the continuance of the war appeared to 


demand the doubling of the tax revenue. The bill as passed 


by the House provided an estimated full-year increase of 1,340 
milligns (112%) * from consumption taxes, when compared with 
the full-year revenue under the act of October 1917, as well as 
an increase of 2,326 millions” (72%) from income and excess- 
profits taxes. According to the estimates of that committee, con- 
sumption taxes would yield in a full year under the bill thirty 
per cent of the total tax revenue as compared with twenty-four 
per cent in 1918, and twenty-six per cent in a full year under the 
act of October 1917. 

Chis increase in consumption taxes was accomplished mainly 
by raising radically the rates on liquors (from $3.20 to eight 
dollars per gallon on distilled spirits, when used for beverage 
purposes, and from three to six dollars per barrel on fermented 
liquors), doubling the rates on cigars and manufactured tobacco, 
and increasing the rates on cigarettes from $2.05 per thousand 
to $4.10 per thousand on cigarettes retailing for less than two 
cents and $5.10 on those retailing at two cents or over. It was 
estimated that one-half of the total anticipated increase in revenue 
from consumption taxes as compared with 1918, and two-thirds 
as compared with a full year under existing law, would 
be derived from these sources. The remaining increase from 
consumption taxes was to come from a great extension of the 
list of luxury taxes, from doubling the rates on admissions and 
club dues, and from an increase of taxes on soft drinks and tele- 
graph and telephone messages. The most important item in this 
list were the luxury taxes, which if we include the taxes on 
gasoline (forty millions) and the license taxes on motorcycles and 
automobiles (almost seventy-three millions) were expected to 
yield §91 millions as compared with 37 millions in 1918 and 76 
millions under a full year of the existing law. The estate duties 
were also materially augmented. 

1 This calculation includes, in consumption taxes, custom duties which are not 
included by the House committee. 


2 The estimated increase in the income tax was from 1,459 million to 2,376 
millions; in the excess-profits tax from 1,791 millions to 3,200 millions. 
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have been se to provide for additional revenues from consumption taxes, 
and that su es of additional revenue were available. 


ba 


J 
| 
| 


Committee on War Finance 


it cannot be entirely separated from the problem of a subsequent 

duction; for it will evidently be desirable to obtain revenue 
for the current year, if possible, from an increase of existing taxes 
rather than to resort to new taxes, involving annoyance and the 
likelihood of administrative difficulties, unless they are of a char- 


acter to be maintained as a permanent part of our tax system. 


[hus it is doubtful whether it would be wise to adopt the new 
luxury taxes which are distinctly novel in character, and which 
might involve considerable difficulties of administration. These 
can hardly be regarded as a desirable form of consumption taxes 
in times of peace, since they bear on classes which can be ef- 
fectively reeched through the income tax. The same objection 
does not hold against the increase of the taxes on liquors and 
tobacco, proposed in the House bill, since these taxes will un- 
questionably remain a permanent part of our tax system, unless 
we adopt the policy of prohibition of the manufacture and sale 
of liquor. This possibility complicates, of course, the problem 
of the part which consumption taxes are to play in our fiscal 
system in the future, and of the forms which such taxes should 
take. If prohibition becomes the permanent policy of the nation 
we must face the question whether it is better to provide new con- 
sumption taxes to take their place, or to compensate the deficiency 
by adding to the direct taxes. 

Assuming for the present that the manufacture and sale of 
liquor will continue, it would be wise to adopt the increased rates 
contained in the house bill and, also, for the current year, the 
tax on gasoline and the license taxes on motorcycles and auto- 
mobiles. If this were done and if the income tax rates proposed 
in the House bill were also accepted, the total tax revenue for the 
year 1918-19, as estimated by the House committee, would be 
substantially, six billions,’ of which the income and excess-profits 


1 Estimated full-year revenue under existing law $4,597 ,000,000 
Revenue from increase of income tax 917,000,000 
Half-year revenue from increase of taxes on liquors and tobaceo 350,000,000 
Half-year revenue from gasoline tax 20,000,000 
Revenue from licenses on automobiles and motorcycles 76,000,000 


$5,960,000,000 
The first figure includes a yield from internal revenue, other than income and 
excess-profits taxes, of 1,168 millions. The revenue from such sources July 1, 
to November 5, 1918, was 405 millions, which would indicate that the estimate 
is being substantially realized. 
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the taxes on liquors and tobacco, taxed at the rates suggested 
in the House bill (yielding according to the committee’s esti- 
mate 1,408 millions), and the customs duties. This will be vir- 
tually the same system as that which existed before the war. Cus- 
toms duties could probably be counted on to yield not less than 
two hundred millions, giving a total revenue from consumption 
taxes of about 1,600 millions.’ It is not improbable that, as a 
result of the higher level of ordinary expenditures after the war, 

is sum will just about suffice to meet such expenditures, as did 
the revenue from the same sources before the war. If income 
taxes (in the form of the income tax proper or the excess-profits 
tax) should be levied in quantity sufficient to care for the interest 
and principal of the debt we reach an adjustment under which 
that portion of the war burden repiesented by the increase in 
normal expenditure would be borne by consumption taxes, while 
the portion represented by accumulated debt would be borne by 
income taxes. While too much emphasis must not be placed on this 
perhaps fortuitous consequence, the resulting distribution would 
not be unfair, especially if consumption taxes, other than customs, 
were imposed on liquors and tobacco. High taxes on these articles 
at all events would not be an excessive contribution for the masses 
of the people to make as their share in the burden of the war. 

This proposal of course loses its force if the prohibition of 


the manufacture and sale of liquor is to become our national policy 


in the immediate future. Such a policy would reduce the revenue 
from consumption taxes under the plan proposed by nearly 1,100 
millions. To supply new consumption taxes sufficient to make 
up this deficiency would be extremely difficult. As already in- 
dicated, taxation of what are commonly designated as food 
luxuries, such as tea, coffee, cocoa and sugar might yield 250 
millions,* and some additional revenue might be derived from 
tobacco, the rates on which, particularly on cigars and manu- 
factured tobacco, proposed in the House bill, and contemplated 
in the calculations of revenue made above, are still well below 
the rates which have been imposed in England in times of peace.’ 


1 It is possible that distilled liquors may be found to be taxed above the 
maximum revenue rate and may not yield the revenue anticipated. Whatever 
deficiency may develop, however, could probably be made up from additional 
taxes on tobacco. See appendix, p. 62. 

2 See note, p. 56. 


3 See appendix, p. 62. 
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APPENDIX 
TAX REVENUE 
(in millions of dollars) 


1914 | 1917 19181 Existing 
Law 


I. Consumption Taxes 
Internal 
1. Distilled spirits (incl. wine) .- 
2. Fermented liquors.......+++- 
3. Tobacco 


Total 1-3. 306 387 


. Transportation ..... 

5. Telegraph and telephone mes’s 
. Admissions and club dues .... 
. Other 


Total 4-8 7 | 145 314 | 952 


Total 1-8.....++eeeeeeeeee-| 309] 394 | 745 | 1020 | 2360 
292 | 226 | 180 180 | 180 


Total I. 601 


620 | 925 1200 | 2540 


| 


Income Taxes 
Individual, 28 1482 

Excess-profits tax® 28 3200 
Capital stock tax 


606s 400040060040 77 8275 


Estate Tax 

Insurance taxeS 
Stamp taxes (documents) ...... 
Other taxeS 


Total 


1035 | 3875 | 4597 


Total I-III 672 


Percentage of consumption taxes. --| 89 60 | 26 


' Prelimiy ary Statement, September 14, 1918. 


* Estimated full year yield. House Report no. 767, 65th Congress, Second Session, 
p- 40. Certain minor revenues are omitted from this estimate. There has been 
added to the committee’s estimate receipts from customs as given in the daily 
treasury statement June 29, 1918. 

* Estimated ; ‘‘ beverages’’ less estimated five millions receipts from soft drinks. 
The revenue from this source was $2,215,000 in 1918. 

‘Includes taxes on gasoline ($40,000,000) and license taxes on motorcycles and 
automobiles ($72,930,000). 

Soft drinks, 


*The entry for 1914 is for excise tax ; for 1917, munitions profits tax. 
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AND TOBACCO IN GREAT BRITAIN AND THE 
UNITED STATES 
DISTILLED SPIRITS 
(Per gallon) 
Pre- War 1918 Proposed for 1919" 
$3.58 3.58 $7.29 
1.10 3.20 8.00 
FERMENTED LIQUORS 
irrel of 36 gallons in Great Britain) 
barrel of 31 gallons in United States) 
$6.08 
3.00 


id in Great Britain. Per 1000 in U. 8S.) 
$2.98 $3.79 
4.00 to 10.00 5.00 to 20.00 
.50 1.00 


CIGARETTES 


in Great Britain. Per 1000 in United States) 


$2.41 $3.08 
2.05 4.10 to 5.10 
1.67 
MANUFACTURED TOBACCO 


(Per pound) 


$1.98 $2.52 
13 


-26 


itainare import duties. There are no excise duties on the 


ractically all the tobacco manufactured is imported. The 
n of raw tobacco is the base rate. The import duties 
rms of manufactured tobacco are fixed to compensate the 
luty on the raw material and the waste in manufacture, 
» the rate per pound the manufacturer would pay if taxed 


the duties on manufactured tobacco are 1.27 times, the 


nes, and the duties on cigars 1.91 times the duty on raw 
slight element of protection in these rates. In so far as 
iven for the domestic manufacturer are too high, but the 


nd, so far as they affect the comparison with the United 


+} 


in offset by the conservative estimate (see notes 9 and 
and cigarettes, and their average selling price, in the latter 


$1.56 in 1918, and $1.99 in the present budget. 
cigars weighing over 3 pounds per thousand, which furnish 


the great the revenue 
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ws average 12 pounds per thousand, certainly conservatively 


tail price is between 7¢ (S8¢ under House Bill) and 15¢, 
The rate on cigars retailing at these prices is $6. 


> 


garettes weighing less than 3 pounds per thousand which 


the revenue. 


garettes weigh 23 pounds per thousand, and that the average 
| would be $4.60 per thousand. 


April, 1918 ; United States, House bill. 
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III 
FEDERAL LAND AND CAPITAL TAXES 


The problem of land and capital taxes can best be considered 
as involving two separate questions, (1) should the federal gov- 
ernment impose taxes on land or other forms of capital (7. ¢., 
property taxes) in time of war as a measure of war finance, and 
(2) should taxes on land or other forms of capital or a “ capital 
levy” be used after the war as a means of raising funds to ex- 
tinguish or to reduce the war debt? 


I. FEDERAL PROPERTY TAXES AS A WAR MEASURE 


Discussion limited to the fiscal problem. In regard to the 
first question, it is believed that the subject should be approached 
from the point of view of the needs of war finance. Various 
lines of argument may be proposed in favor of federal taxes on 
land or on other forms of capital. Taxes on land alone would 
be approved by those who favor the single tax or the nationaliza- 
tion of the land. Taxes on capital generally might be favored 
for the purpose of bringing about a redistribution of fortunes or 
a greater equality of wealth. The discussion of such arguments 
is believed not to be pertinent to our present inquiry. The ques- 
tion before us is as to the most equitable and convenient means of 
raising funds to meet war expenses. A war emergency should 
not be utilized to promote any project which, given proper time 
and discussion, would not command approval on its merits; and 
it is submitted that the exigency of a war is not the time for 
adequate discussion of the merits of plans for altering the dis- 
tribution of wealth or the control of industry. It should further 
be kept in mind that such matters of social reform affect the inter- 
ests of the states at least as closely as they concern the federal 
government. 

Confining itself, therefore, to fiscal considerations, the com- 
mittee is of the opinion that the first question should be an- 
swered in the negative, that is, that the federal government 


should not adopt as a war measure the policy of taxing property 
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The f in outline of the grounds upon which this de- 
cision 

The « il problem. First of all, there arises the con- 
stitutio: [axes on land and other forms of capital 
are to be trued as direct taxes and as such could under the 
present titution be'collected by the federal government only 
if dist ng the states in proportion to their population. 
The inju f this rule of apportionment has appeared clearly 
on eac sions when the United States has levied direct 
taxes. 1] eq of the direct tax of the Civil War was so 
obviou t Congress even undertook after the war to return it 
to the sta [In each case, moreover, the yield of the tax was 
slow i! tion and disappointing in amount. This has been 
investigated by numerous students, with the invariable conclusion 
that revenue can be obtained under the present rule of appor- 
tionment y at the cost of serious inequality as between different 
parts of the country, and that the attempt to secure any large 
yield by this method would produce such glaring inequality as 
to be int 

The undesirability of attempting to impose any form of prop- 
erty tax under the present constitutional rule of apportionment 
is thus d nstrated. But, it may be asked: should the con- 
stitution not be amended so as to permit the imposition of such 
taxes without reference to distribution among the states accord- 
ing to population? There may be arguments in favor of thus 
removing one of the restrictions upon the taxing power of Con- 
gress. V not deem it necessary to enter into the question 
here, for the reason that the time required for amending the con- 
stitution would probably be so great as to preclude any immediate 
use of this devic 

Interference with state and local tax system. Entirely apart 
from the constitutional question, one of the strongest arguments 
against federal property taxes in time of war is that they would 
invade the field of state and local taxation, with serious if not 
disastrous results. Throughout the history of the United States 
the states and their subdivisions have generally been left in pos- 
session of field of direct taxation, whereas their use of in- 
direct taxes has been from the start narrowly restricted by the 
federal constitution. Yet in spite of almost exclusive rights in 
the domain of direct taxation the states and local governments 
have found it increasingly difficult to raise revenue to meet their 
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growing needs. Moreover, the federal government has of late 
years made inroads upon the tax domain of the state and local 
governments. Not only is the inheritance tax a case in point, 
but the income tax has recently become the mainstay of the 
federal revenue system. It is true that before the adoption of 
the federal income tax in 1913 the states had made practically 
no successful use of this tax. The future, however, is likely to 
see increasing use of income taxes by the states and this de- 
velopment will now have to take account of the strongly in- 
trenched position of the federal government in this domain. With 
the present high rates of the federal income tax, the invasion of 
the field of property taxation by the national government might 
have serious effects upon the states and their local subdivisions. 

If it be urged that during time of war the national government 
should take precedence and that the activities of other govern- 
ments should give way where necessary, the answer is that the 
interests of the nation as a whole are bound up in all grades of 
government in time of war as well as in time of peace, and that 
any serious curtailment of the functions of state and local govern- 
nents would in a short time be felt as a veritable disaster. With- 
out attempting to discuss this matter in all its ramifications, the 
following suggestions are offered: 

A good illustration seems to be the schools. Schools are es- 
sential to democracy during war as well as in peace. Practically 
everywhere, however, in the United States the school revenues are 
derived from the direct tax on property. This source of revenue 
would be attacked by a federal direct tax. 

In England and still more so in France the schools at the be- 
ginning of the war were allowed to be crippled. Male teachers 
went into the ranks and female teachers into other lines of war 
work, while school buildings were taken for war purposes. Both 
countries, however, soon awoke to the fact that it was dangerous 
to lessen the education of the rising generation. A boy of thirteen 
becomes an available fighting man in five years; an intelligent 
man makes a better soldier than an ignorant one. Moreover, the 
schools are necessary to the permanent maintenance of a high 
grade of civilization—the very thing for which we have been 
fighting. Hence both England and France soon made strenuous 
efforts to restore the school system. President Wilson himcelf 
also urged the continued maintenance of the schools during the 
stress of war. The schools unavoidably suffer from the proper 
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capital taxes have been treated together under the general head 
of property taxes. It has not seemed necessary to examine the 
arguments separately with respect to taxes upon land or other 
special kinds of capital. The argument for a tax upon land alone 
would gain strength from the fact that the difficulties of assess- 
ment are less than in the case of many other kinds of capital 
On the other hand, it would be difficult to defend the injustice 
of thus singling out a particular form of capital for special war 
burdens, above all as land is among the few kinds of property 
which except in certain specially proved localities have not 
shared in the general rise of prices resulting from the war.’ 

In conclusion, it appears that the logic is against the use by the 
federal government of taxes upon land or other forms of capital 
as a war measure. It is indeed conceivable that as a last resort 
the government, reaching out for every possible source of 
revenue, might obtain a considerable income from taxes on prop- 
erty. The United States, however, was far from reaching any 
such extremity during the war. Enormous revenues were ob- 
tained from sources better fitted to the exigencies of the situation, 
and the possibilities of these and other similar taxes had by no 
means been exhausted. As a war measure there is every reason 
to reject the federal taxation of land and capital. 


1]. PROPERTY TAXES AFTER THE WAR AS A MEANS OF PAYING 
THE WAR DEBT 

The second question to be investigated has to deal with the 
possible imposition of land or capital taxes or a “ capital levy "’ 
after the war as a means of raising funds to extinguish or to 
reduce the war debt. The traditional policy of America has 
favored the prompt payment of war debts. Among the many 
financial problems facing the nation after the Revolution, that of 
making provision for the speedy extinction of the national debt 
was generally recognized as especially urgent. After some 
vicissitudes, the Revolutionary debt, increased by that of the War 
of 1812, was practically paid off in 1835. In like manner, after 
the Civil War the country set to work at once to reduce the three 
billion dollar war debt, a stupendous amount for those times, and 
within a generation the debt had been more than two-thirds paid. 
Had it not been for the unfortunate relation between the public 


1 As to this point see the discussion below in the section Govoted to the fiscal 
aspects of bank eredit and the currency. 
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the present moment, however, we have not felt called upon to en- 
deavor to go exhaustively into this question. 


2. The capital levy 


A second question relating to post-bellum finance which is at 
present attracting some attention, has to do with the advisability 
of imposing what may be called a capital levy as a means of 
redeeming the whole, or a considerable portion, of the war debt. 
So-called capital levies have been already imposed in Germany 
and Switzerland. The proposition has received serious con- 
sideration in Austria, France, and particularly in England, where 
it has attracted much notice in the economic and other journals 
and has received the attention of members of the government. 
While the subject has not thus far aroused much interest in the 
United States, it is altogether likely that it may come into promi 
nence in connection with the discussion of post-bellum financial 


measures. The question, therefore, deserves consideration. 
General character of the capital levy. Briefly stated, the plan 

of the capital levy involves an extraordinarily heavy imposition 

made once for all, laid either upon all kinds of capital or upon 


certain specified kinds. The capital levy is to be distinguished 
from a property tax on the ground that it is a single levy imposed 
once for all (though possibly paid in instalments) and of an 
amount too great to be paid conveniently from current income or 
borne as an annually recurring tax. Examples are to be found 
in Germany, as in the case of the Wehrbeitrag of 1913 and the 
Kriegsteuer of 1916 with the amendment of 1917, and in Switzer 
land, where a national property tax was levied in 1913. Strictly 
speaking, these taxes were not heavy enough to deserve the 
title of capital levy, and moreover in the case of Germany the 
promise of non-recurrence has not been kept. However, re- 
sponsible German writers have expressed the opinion that great 
use must be made of the capital levy in solving Germany’s finan- 
cial problem after the war. 

On account of the obvious injustice of singling out certain 
kinds of capital for such heavy exaction we are justified in con- 
sidering only the general levy upon practically all forms of capi- 
tal. In collecting the tax the government would presumably ac- 
cept not only payments in money, but payments in government 
bonds and possibly in certain corporate securities. Bonds so re- 
ceived would be cancelled forthwith and corporate securities would 
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the point so far as the United States is concerned. Whether or 
not other nations, strained to the breaking point by the burdens 
of war, may see repudiation staring them in the face, the United 
States is certainly in no such position. Our ability to pay inter- 
est on our war debt and to redeem the principal by means of 
orderly financial measures is unquestioned. 

As war insurance. A similar argument is to the effect that a 
capital levy for extinguishing the past public debt is advisable as 
an insurance measure against possible future war. By submitting 
to this levy, the argument runs, the nation would be financially 
prepared for further struggles, should they be necessary. This 
argument is inapplicable to the United States for the reasons 
given above. Unless a nation is really bankrupt, a heavy capital 
levy would be the worst possible preparation for future war, and 
the United States has not begun to approach the point where such 
action would be a necessity. 

To prevent evasion of income taxes. The capital levy has been 
advocated in order to provide a means of reaching those citizens 
who seek to evade income taxes by investing their wealth in forms 
of capital which are temporarily unproductive. Undoubtedly 
the capital levy would impose a heavy burden upon such evaders, 
but it is a burden which would fall alike upon the just and the 
unjust. This alone is enough to render the capital levy unen- 
durably obnoxious even though there is a possibility that the 
process of capitalization might mitigate to some degree the in- 
justice done to the innocent owner of unproductive property who 
bought previous to the war without thought of tax evasion. To 
be most effective as a punitive measure and most successful as a 
deterrent, the capital levy should be closely synchronized with 
the income tax, 7. ¢., the levy should be imposed when the change 
is made in the income-tax rates from the war level to a lower 
level. Of course if income-tax rates were to remain high for a 
generation or two, there would be no excuse for a capital levy 
to punish or to prevent evasion. This fact might form the basis 
for an argument of some importance in favor of maintaining a 
high level of income-tax rates for a considerable period following 
the war. There is, therefore, some force to the contention that 
the capital levy would prevent evasion, but it is doubtful if it is as 
strong as it appears to its advocates, and it is apparent that there 
is not enough of merit in this argument to offset the extraordinary 
practical difficulties in the way of the imposition of the capital 
levy to which we shall now call attention. 
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The constitutional question is the same as that which has been 
discussed above. Unless by some legal quibble the capital levy 
were to be defined as something other than a direct tax, which 
seems altogether unlikely, it would under our present constitu- 
tional rule have to be imposed in proportion to the population 
of the states. This would cause such gross injustice and so 
greatly limit the possible amount to be raised as to preclude the 
capital levy from serious discussion. If the capital levy is to be 
used, the constitution must first be amended. The argument 
based upon the time required for amendment, however, is here 
of little weight. If it should be decided, on the merits of the 
case, that the capital levy was advisable, this particular difficulty 
could probably be adjusted by an amendment to the constitution. 

Penalty upon saving. Against the capital levy it may further 
be urged that it would be a penalty upon saving. This argument 
would perhaps have little force if there were any way in which the 
public could be guaranteed against a repetition. Obviously there 
is no possibility of such a guarantee, and the very fact of resort 
to such a levy for the first time in the history of the nation would 
certainly arouse fear as to the future. 

Effect upon other taxes. The capital levy, in so far as it 
would tend to reduce capital in the hands of the citizens, or to 
diminish its productivity, would have a tendency to impair the 
base upon which the present tax system rests. In particular, the 
income tax, at present the mainstay of the national tax system, 
would be likely to suffer. 

Effect upon public expenditure. An interesting and important 
phase of the capital levy is its probable effect on public expendi- 
ture. The ever-present tendency toward extravagance is apt to 
be particularly strong in the years following a costly war. One 
of the few favorable considerations that can be urged for the 
burden of interest which our government must shoulder after the 
war is that the heavy taxes necessary for its payment will tend 
to curb extravagance in other lines. Extinction of the debt by 
means of the capital levy would remove this check, and it is not 
improbable that the promised reduction in future taxes, for which 
the capital levy was the price, would be forthcoming only in part. 

Relation to tax-exempt liberty bonds. Finally, there is a con- 
sideration which, of itself, would seem to make the capital levy 
practically impossible in the United States. All of the present 
war debt has been issued with the explicit promise of exemption 
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PUBLIC CREDIT 


1. Introduction. Public credit is a part of general credit 
While it differs in several important respects from private credit, 
it is nevertheless subject to the same general conditions and 
limitations. Public credit, like private, is based in last analysis 
upon the confidence of creditors in the ability and the purpose of 
the debtor to fulfil his contract when it falls due. It implies in 
its very nature an appeal to trust and therefore rests, not upon 
coercion or the power of government, but rather upon the con- 
fidence of the citizens in the promises of the state. 

The employment of credit by the modern state is not a war 
measure only, but is a normal incident in the fiscal practice of 
every nation. It performs a valuable service by bridging over 
the gap of a deficit between alternating periods of surplus 
revenues. In the case of a sudden emergency like war, with its 
immediate enormous demands, the function of credit is to make 
available for the government at once the financial resources of 
the country without waiting for the slower processes of taxation. 
But it must always be borne in mind that ordinarily the use of 
credit is simply to anticipate the later revenues from taxation or 
industrial undertakings. The determination to use public credit 
for any expenditure must assume the desirability of the expendi- 
ture itself. Given this, the choice is simply between the use of 
credit or of taxation. 

In the case of the gigantic expenditures of the present war 
it is, however, scarcely correct to say that there was a choice 
between these two. It was necessary at the outset to make use 
of credit on a hitherto unknown scale. But at the same time, in 
accordance with the most approved financial practice of provid- 
ing a sound basis for public credit, the scope of taxation was 
greatly extended. Both means of providing the necessary 
revenues have been employed. The unwisdom of too exclusive a 
dependence upon loans has been illustrated in the past fiscal his- 
tory of the United States and in the experience of some of the 
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renewal and extension of short-term loans in so far as the 
maturities of one cycle have overlapped the issues of another, 
with the ever-present possibility of embarrassment in refunding 
operations. But most important of all, it has taken the form, to 
a very large extent, of newly created credit advances made by 
the banks to the Treasury in the shape of government deposits 
and has thus added not a little to that inflation of credit which 
it has been the avowed policy of the Treasury to prevent. 

3. Technique of borrowing. (a) What form shall the public 
debt take? The choice between temporary debts and long-time 
bonds was from the first resolved in favor of the latter, and the 
mistakes which characterized the policy of Secretary Chase in the 
Civil War were avoided. Warned by the enormous expenditures 
of the European belligerents and the possibility of a long con- 
tinued struggle, the United States has issued no obligations— 
other than certificates of indebtedness just described and war sav- 
ings stamps—for a shorter period than ten years from the date 
of issuance. There was thus avoided at least the danger that the 
debt would fall due during the continuance of the struggle itself. 

Having decided upon bonds rather than upon short-term notes, 
the next problem which confronted the Treasury was the kind of 
bond to be issued. In conformity with American practice the 
Treasury rejected a bond running in perpetuity, like the French 
rentes issued during the present war, and chose instead one run- 
ning for a limited term. But of securities of this description at 
least four presented themselves for consideration. These were 
annuities, serial bonds, optional bonds, and bonds for definite 
periods. 

Annuities have not for over a century had any vogue in the 
United States and were not seriously considered in the present 
war. At least two weighty reasons for their rejection may be 
mentioned. Providing as they do for fixed annual payments dur- 
ing the life of the obligation, they are open to the objection that 
they preclude a refunding, by which advantage may be taken of 
every fall in the rate of interest. And in the second place, inas- 
much as the government may be under the necessity of further 
borrowing during the life of the contract, it may be very in- 
convenient to make the annual payments on the principal. 

Against the serial bonds essentially the same arguments may 
be directed. As these bonds are paid in series immediately after 
their creation, the machinery of a sinking fund is at once called 
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On the other hand, certain merits of this form of bond may be 
mentioned. Perhaps the most conspicuous advantage is the fact 
that it furnishes an earnest of the intention of the government 
to attack the payment of the debt as promptly as possible. Such 
a notice would have a salutary effect upon the credit of the gov- 
ernment. It gives an earlier control over the debt than would 
probably be secured by the issue of a straight long-term bond. 
permitting payment or refunding. The saving in interest thus 
effected might more than offset the loss from the lower selling 
price. Moreover, it is not necessarily true that investors always 
prefer a long-term bond; under certain circumstances they may 


prefer a short-term bond. In such a case the alleged advantage 


of the long-term bond over the optional bond would be illusory. 
rhe government obligation of long term has generally been pre- 
ferred in past wars to one bearing the same rate of interest but 
maturing in a shorter time, because the bonds have usually been 
issued during a period of impaired credit and consequently at a 
high rate of interest. After the emergency has passed, with the 
improvement of the government’s credit the bonds have risen 
above par. In such a case the longer the bond had to run, the 
greater would be its value. If, on the other hand, the bond is 
likely to remain below par after the government has ceased bor- 
rowing, the short-term obligation would be preferred. This 
would be especially true if the interest rate on the bonds were 
lower than the market rate for good securities, as the investor 
would then prefer to have his capital released for investment in 
more lucrative undertakings. Such seems to be the case in the 
United States in the present war. 

The fourth kind of bond which presented itself for selection by 
the Treasury was the straight bond for a definite period such as 
ten, twenty or thirty years. The advantages of this form of 
obligation are its simplicity; the possibility of arranging their 
terms of maturity so as to have them mature, like bankers’ paper, 
at dates convenient for payment or refunding; finally, the higher 
price obtainable as compared with either of the two former kinds, 
because of the certainty enjoyed by the creditor that his invest- 
ment will not be disturbed for a definite period—an advantage 
which, as has been pointed out, has not been true of the present 
war, whatever may have been the case in the past. On the other 
hand, it has the disadvantage that the bonds fall due in one 
large block, which necessitates refunding. The accumulation of 
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sure to bear upon prospective buyers to purchase, or upon sub- 


sequent owners to refrain from selling, which has amounted al- 
most to compulsion. Moreover the bonds of all issues have sold 
below par on the market. Patriotism might induce large sub- 
scriptions to bonds bearing an unduly low rate of interest, but 
would scarcely be able to support the price when the process of 
redistributing on the exchange took place. 

The “ patriotic” loan has been a unique feature of the present 
war. The amount of bonds to be floated has been so great and 
the needs of the government have been so urgent that the return 
on his investment has not always been the deciding factor with 
the purchaser. At the same time the government has employed 
the credit machinery and the mechanism of the money market 
placed at its disposal through the Federal Reserve banks to 
market its loans at as low a rate of interest as possible. Dis- 
count rates and preference rates on loans for the purchase of 
Liberty bonds have been so shaped as to permit the marketing 
of bonds at practically any rate the Treasury selected. A low 
rate of interest having been viewed as one of the most desirable 
features of the bond issues, every device has been utilized to 
secure this result. 

This raises another question, as to whether the Treasury has, 
by its own act, sustained the price of the bonds. The third 
Liberty bond act, of April 4, 1918, provided for a bond-purchase 
fund and authorized the Secretary of the Treasury, until one 
year after the termination of the war, to purchase bonds on the 
market, not to exceed in any one year one-twentieth of the amount 
issued. As the third Liberty loan amounted to four billions, this 
provision would permit the purchase of 200 millions of bonds a 
year. During the six months which elapsed between the third 
and fourth loans the Secretary of the Treasury made considerable 
use of this power and bought bonds on the open market. We 
learn from the annual report of the Secretary that up to November 
1, 1918, the Treasury purchased over 244 millions of such bonds, 
about 172% millions of the second loan, about 71 millions of the 
third loan, and $656,000 of the first loan converted. This action 
undoubtedly exercised a beneficial effect upon the price of the 
outstanding issues. The propriety of using the proceeds of the 
loan for this purpose may, however, be raised at this point. As 


1 See further below, the section of this report on the Fiscal Aspects of Bank 
Credit and Currency, pp. 91-92, 109-110. 
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Conclusions drawn from the analogies of previous wars, how- 
ever, must be used with caution in this connection, for the ordin- 
ary principles of supply and demand have not been permitted to 
work themselves out in the present war. The control of pro- 
duction and of industry, price control and other methods have 
affected a compulsory diversion of capital from ordinary uses to 
government service which has modified the operation of normal 
economic forces. 

c) Term. Allusion has already been made to the use of 
optional or double-term bonds. Three out of the four Liberty 
loans were of this description. The dates of issue and maturity 
are shown in the following table: 


Date of Issue Amount Accepted Interest Redeemable Payable 
June 15, 1917 $2,000,000,000 3-14% 1932 1947 
Nov. 15, 1917 $3,808,766,150 4 % 1927 1942 
May 9, 1918 $4,176,576,850 4-14,% 1928 
Oct. 24, 1918 $6,989,047,000 4-14% 1933 1938 


The shortening of the term from a 15-30 year bond for the first 
loan to a 10-25 year bond for the second was in accordance with 
a policy of beginning with a long-term obligation and of short- 
ening the period of non-payment at each successive issue. By 
the time the third loan was to be floated, however, the optional 
bond was discarded in favor of a straight ten-year obligation. 
The fourth loan saw a reversal both in the form of the bond— 
the optional one again being selected—and also in the length of 
the term—the period of non-payment being lengthened from 
ten years to fifteen. These changes reflect the varying condi- 
tions of the market, and were made upon distinct representations 
by the bankers through whom the greater part of the work of 
floating the issues would have to be done. 

As the dates now stand, the present debt is not well arranged 
for a policy of energetic debt payment to be undertaken imme- 
diately after the war. Of the seventeen billions of bonds, about 
eight billions in round numbers will become redeemable in 1927- 
1928, and the remaining nine billions in 1932-1933. The final 
date at which the bond of longest date falls due is 1947. But of 
this total amount of debt over seven billions have been advanced 
to the Allies. Assuming that this will be liquidated by them, the 
net debt to be paid by the United States was in November 1918 
about ten billions. This will probably increase to over fifteen 
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4. Exemption from taxation. The strongest argument in 
favor of exempting federal bonds from taxation is that they will 
sell at a higher sum and thus yield a greater return to the govern- 
ment. Why should the government tax its own securities, it is 
asked? In either case, so the argument runs, the aggregate sum 
will be the same. Although this may be true under normal con- 
ditions with proportional taxes, when the rate of taxation remains 
unchanged, not only is this argument without force under the 
conditions which have obtained in the present war, but the prac- 
tice has resulted in injustice. Since a large part of the war 
revenues have been, and are being, obtained from highly pro- 
gressive income taxes, the possession of tax-exempt bonds, bought 


before the rates were raised, has afforded an unfair advantage to 
I 


the large income-tax-payer. Moreover, since the loan has been 
taken by recipients of small incomes as well as by those of large 
incomes the price has not been enhanced by the full amount of 
the exemptions granted and consequently the gain to the govern- 
ment from the lower interest rate will not be as great as the loss 
in revenues from the income tax. In the case of the first Liberty 
loan the bonds unfortunately run for 15-30 years, the longest 
of any of the issues. The original injustice will thus be per- 
petuated for an unduly long time. Happily, this discrimination 
has been largely, though not entirely, corrected in subsequent 
bond issues. 

The purpose of the exemption was to make the bonds more 
attractive and thus to permit their floating at a lower rate of 
interest than would otherwise have been possible. If at any time 
they should fall below par, so it was argued, it would be possible 
by raising the rate of the normal income tax to bring up their 
value again. Such a method, however, was both uncertain and ex- 
pensive. It was expensive because the demand for tax-exempt 
bonds is confined to those who would profit by this arrangement, 
and the amount to be floated successfully would depend upon the 
number of such persons. If the bonds are to be made attractive 
to the non-income-taxpayers, they must bear a higher interest 
rate than the other group would be willing to accept. Hence 
the saving in interest would not be as great as the remission in 
taxation. It is also an uncertain and clumsy procedure, for the 
Treasury cannot affect the marketability of the bonds as readily 
by the indirect method of changes in the rate of the income tax 
as it can by direct changes in the rate of interest. Moreover, 
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originally taken by the Supreme Court would hold to-day, even 
in the face of the latest amendment to the constitution. Where 
there is such diversity of opinion it is highly desirable from every 


point of view that the question of their exemption be again 
raised and that the Supreme Court be asked to pass upon it. 

5. Distribution of the bonds. The Treasury’s policy in its issue 
of the war loans has been threefold—to raise the requisite money, 


to place the bonds permanently, so far as might be practicable, 
and to avoid as far as possible placing them with the banks, the in- 
vestment of whose funds in government securities would interfere 
with the free movement of credit. The question as to the in- 
fluence of subscriptions made through money borrowed by sub- 
scribers at a bank stands on a somewhat different footing, in so 
far as the Treasury’s policy has been to encourage, rather than 
discourage such action. Our general impression is that most 
of such borrowings have been of a temporary character—say 
three to nine months—and designed merely to anticipate income 
accruing during that period. But the practice nevertheless seems 
one to be deprecated. 

The first purpose, that of raising the necessary funds, our govern- 
ment has more than achieved, as is shown by the over-subscription 
of every one of the four Liberty loans. The second purpose, 
that of getting the bonds lodged permanently in the hands of the 
original subscribers, has been only partially successful, because 
the market price has invariably declined after the issue; that de- 
cline having extended at times to three or five per cent. This 
was proof that some subscribers either desired to realize on their 
bonds, or were compelled to do so. On the other hand, the de- 
preciation has been comparatively small except at times when 
the war news was so unfavorable as to indicate a long continuance 
of the struggle. This would suggest that the need of subscribers 
to turn their bonds into cash was not urgent. As for the third pur- 
pose, that of avoiding direct subscriptions by the banks, informa- 
tion from the Treasury and other sources indicates that the banks 
were comparatively light subscribers on their own account to the 


1 This is shown in the following table: 

No. Amount asked for Subscriptions No. of subscribers 
$2,000,000,000 $3,035,226,850 4,000,000 
$3,000,000,000 $4,617 ,532,300 9,420,000 
$3,000,000,000 $4,176,516,830 17,000,000 
$6,000,000,000 $6,989,047 ,000 21,000,000 
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after the battle of Waterloo in 1815 before British consols 
covered their price of 1814. 

The working-out of this process always depends first on the 
actual yield of the war bonds themselves—that is to say, how far 
that yield is in line with actual market value of capital— 
second on the subsequent rise or fall in the market price for other 
high-grade securities at the time when government bonds were 
not moving with them. 

In some respects the most important task ahead of the Treasury 
is to accustom the American people as a whole to individual in- 
vestment in government bonds. Until this war they had for 
nearly half a century been unaecustomed to such investment, for 


the reason that the “ circulation privilege’ then in vogue, which 
was regulated by holdings of United States bonds by the note- 


issuing banks, caused the banks to bid such prices for United 


States bonds, old or new, as made them all but non-remunerative 
as income-producers to the ordinary investor. To what extent 
further issues of United States bonds will make this appeal to 
the average investor at the present rate of interest paid upon 


them, is a question which the markets themselves will have to test 
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banks being thus relieved of the advances which they had made 
and reimbursed out of the proceeds of the bond sales. As the 
war advanced, it became necessary to obtain funds with almost 
absolute certainty and regularity, and in consequence the plan 
was developed of calling upon the banks for the use of a certain 
percentage of their current assets in taking up the certificates. 
Still later, this percentage was increased, while the certificate 
sales became more numerous, eventually reaching a semi-monthly 
basis. Inasmuch as the proceeds of a Liberty loan were usually 
but little more than sufficient to pay off the previously issued cer- 
tificates, the sales of certificates became practically a continuous 
process, so that the banks were constantly called upon to carry a 
continuing load of short-term Treasury obligations. 

In effect, this method of finance required the investment of a 
certain proportion of bank resources in government obligations. 
Such obligations were paid for by marking up on the books of 
the banks a corresponding amount in deposit credits without re- 
serve requirement, these deposits being subsequently transferred 
as the requirements of the government demanded. Eventually 
the banks which were called upon to pay these deposits received 
in most cases an equivalent amount of other deposits from their 
regular customers so that the net effect was an addition of deposit 
credit on the books of the banks of the country, notwithstanding 
that such credit did not necessarily represent a corresponding 
amount of liquid wealth. 

From the very first the rate of interest to be fixed upon the 
short-term certificates was of fundamental importance, and the 
significance of this rate became more and more evident as time 
went on. Almost from the beginning it was plain that the 
Federal Reserve banks would be called upon to carry the load 
of public financing at critical moments, because of the fact that 
the banks could not in most cases subscribe as promptly as the 
Treasury desired them to do, unless the Reserve banks stood 
ready to relive them by discounting their paper. In this con- 
nection, too, it was thought desirable that the rate to be charged 
by Federal Reserve banks must not exceed the rate fixed by the 
Treasury department upon certificates of indebtedness. Had 
the rate been higher the result would have been to impose upon 
the banks, which offered for rediscount customers’ paper secured 
by certificates, a penalty equal to the difference between the rates 
paid by the Treasury and those of the Reserve banks. The first 
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trial markets, and prices of commodities will necessarily depend. 

The manifestation of the effects of war-time financing, aside 
from the taxation, which makes itself most evident to the public, 
is twofold: (1) changes in the volume of the currency and bank- 
ing credit of the country and (2) changes in the price level. It 
is therefore necessary first of all to ascertain what changes in 
these particulars have taken place. 

Physical Volume of Business 1913-1917" 

In this connection the first problem is to measure !n some way 
the growth of trade needs since 1913. This cannot be done with 
any high degree of accuracy, but a rough approximation can be 
reached through the study of certain statistics which typify busi- 
ness activity and growth. Obviously the statistics used for this 
purpose should be statistics of physical quantities and not of 
values involving prices. 

The items chosen should be important ones which are reason- 
able indices of either business activity and growth in general, or 
of business activity and growth in important branches of indus- 
try. Among the best items for measuring the movement of busi- 
ness in general, because they are items that enter into so many 
products, are the production of pig iron, bituminous coal, anthra- 
cite coal, petroleum, copper and silver. Other good indices of 
general business are the number of tons of freight carried on 
important railroads and the tonnage of vessels entered and cleared 
at American ports. Representative of the building industry is 
the number of building permits given in leading cities. Here 
are twelve items any one of which is an honest witness of the 
growth of American business, but each of which has its own bias. 
Safer than to trust any one of them is to take the testimony of 
all, so that in the mouths of many witnesses the truth may be 
established. If we reduce the figures for each of these twelve 

1 In preparing the following pages which deal with changes in banking credit, 
currency and prices, growing out of the war, use has been made of an article 
written by Professor E. W. Kemmerer and published in the American 
Economic Review for June, 1918. The statistical work follows substantially 
the lines laid down in the paper referred to, the figures, however, being brought 
up to date, condensed, and in some cases altered. There are differences of 
opinion with reference to the validity of certain of the statistics used, and the 
committee recognizes that the banking changes of the past few years render the 
figures in some particulars non-comparable. Nevertheless, the general results 
indicating banking credit and currency conditions are so obvious in their nature 


that it is believed there can be little doubt concerning the general character of 
the conclusions. 
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to make the figures representative of the entire year, and to ren- 
der them comparable with those for the growth of business, we 
have taken for each year the average of the circulation figures 
for the four quarterly dates, March 31, June 30, September 30, 
and December 31. 


MONETARY CIRCULATION OF THE UNITED STATES 


Amount of money 


Year in circulation Index Number 
(Millions) 
100 
4,159 123 
5,428 160 


This shows an increase in the total circulation over 1913 of 
forty-five per cent for 1917, and sixty per cent for the first three- 
quarters of 1918. The increase, it will be noted, is much larger 
than that of the physical volume of business, which was only 
twelve per cent for the period 1913 to 1917. 

The country’s total stock of money (average of four quarterly 
dates) rose from 3,732 millions in 1913 to 5,661 millions in 
1917, an increase of 52 per cent, and to 6,848 millions in 1918 
(three quarterly dates), an increase of 83 per cent over 1913; 
while the stock of monetary gold rose from 1,885 millions in 
1913, representing 51 per cent of the total stock of money, to 
3,064 millions in 1917, representing 54 per cent of the total 
stock; and to 3,066 millions in 1918, representing 45 per cent 
of the total stock. 

It appears, therefore, that while there has been a great in- 
crease in the amount of monetary gold in the country since 1913, 
that increase has not been commensurate with the increase in the 
country’s stock of money, or of its monetary circulation. 


Deposit Currency 


The great bulk of the business of the United States—variously 
estimated from 75 to 90 per cent—is effected not directly 
by means of cash, but by means of bank deposits which circulate 
through the instrumentality of bank checks. An examination of 
the growth of deposit currency is therefore a most important part 


1 Figures represent the average for three quarterly dates. 
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1s is properly allocated to deposits as contrasted with federal 
reserve notes. 

Computed on the above basis, the cash reserves against deposits 
of all commercial banks and of the twelve Federal Reserve banks 
increased from 1,488 millions in 1913 to 2,254 in 1917, an in- 
crease of fifty-one per cent. Comparable figures for 1918 are 
not yet available. If we examine the proportion of the total 
money in circulation represented by cash in banks held as reserves 
against deposits (exciusive of reserves held against federal re- 
serve notes), for the same period, we find that “ the ratio of cash 
reserves against deposits in banks to total monetary circulation ”’ 
increased from forty-four per cent in 1913 to forty-six per cent 


in 1917. The conclusion, therefore, is that a slightly larger per- 


centage of the money in circulation in the United States was in 
bank reserves (against deposits) in 1917 than in 1913.’ 

Let us now return from this parenthetical discussion concern- 
ing reserves to an examination of the growth of the deposit cur- 
rency for which these reserves provide the cash support. What 
has been the growth of bank deposits during the period 1913- 
1918? In such an inquiry we are concerned only with demand 
deposits subject to check. We may therefore eliminate the de- 
posits of savings banks and of private banks, although a few of 
these deposits come under that class." Deposits of one bank in 


1 The basis of the apportionment is the assignment to deposits of that pro- 
portion of the total cash of the reserve banks (including that deposited as 
collateral with the federal reserve agents for federal reserve notes) which is 
represented by the ratio of the total deposit liability of the banks to the total 
deposit and federal reserve note liability. The figures for each year used in 
computing the federal reserve banks’ reserve against deposits are the average 
figures for the four quarterly dates coming near the end of the four quarters 
beginning with the date of March 31 each year. 

2 Time deposits of commercial banks should properly be eliminated, but in- 
asmuch as these are not separated from the demand deposits in the official 
figures covering the period prior to 1915, it is impracticable to separate them 
in our figures. Furthermore, the same legal reserve was required to be held 
against them by national banks prior to the inauguration of the federal re- 
serve system as was required against demand deposits, and the reserve included 
in the figures previously given in this paper for commercial banks included 
reserves held against time deposits. Inasmuch as time deposits in commercial 
banks are relatively small as compared with demand deposits, and show during 
the few years for which we have separate figures a roughly constant ratio to 
demand deposits, their inclusion in the deposit figures for the entire period 
will not materially affect the result. 
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cent and the estimated rate of increase for the combined deposits 
was 94 per cent. 

Total cash reserves of banks, it will be recalled, increased 51 
er cent between 1913 and 1917. Bank deposits having grown 
herefore much more rapidly than bank reserves, it follows that 


1 


each dollar of reserve money is now supporting a larger super- 
structure of bank deposits than before. This fact will appear 
from the following table, based upon the figures previously given. 


PERCENTAGE OF CASH RESERVE TO COMBINED DEPOSITS 
Year Percentage 
1913 
1914 
1915 
1916 


The average percentage of cash reserve to deposits was there- 
fore about one point lower than it was the year before the war. 
Measured percentage-wise the decline from 1913 to 1917 was 9.4. 

The index number for the growth of the physical volume of 
business showed for the period 1913 to 1917 an increase of twelve 
percent. Satisfactory data fer 1918 are not yet available. From 
1913 to 1917, the amount of money in circulation increased 45 
per cent, and from 1913 to 1918 it increased 60 per cent. The 
country’s total stock of money from 1913 to 1917 increased 52 
per cent, and from 1913 to 1918, 83 per cent. The proportion 
of the total stock represented by gold was 51 per cent in 1913, 
59 per cent in 1917 and 45 per cent in 1918. Although the pro- 
portion of the country’s total money supply (exclusive of that 
held in federal treasury vaults and of that held as reserve) de- 
clined slightly from 1913 to 1917, namely from 56 to 54 per cent, 
the absolute amount outside of banks increased 40 per cent. 

At this particular time, moreover, there are reasons to believe 
that the dollar in active circulation was becoming more efficient. 
This was the period of the revision of the federal banking system, 
and the inauguration of the Federal Reserve system. Certain 
features of that revision have enabled the average dollar in ac- 
tive circulation to do more money work than formerly. For ex- 
ample, the creation of the gold settlement fund has made pos- 
sible transfers of many millions of dollars by means of book 
credits that would otherwise have required the shipment of cur- 
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needs, and that the rate of deposit turnover has also increased, 
but on that point satisfactory data are not yet available. 

The evidence therefore shows that a slightly larger proportion 
of the money of the country was in bank reserve in 1917 than in 
1913, that the amount of cash in reserve increased much more 
rapidly than the business of the country during that period, and 
that demand deposits increased much more rapidly than did re- 
serves, so that each dollar in reserve provided the cash basis for 
a large amount of deposits in 1917 than in 1913. Furthermore, 
it appears probable that the average bank deposit has a higher 
rate of turnover in 1918 than in 1913, or, in other words, that a 
larger amount of check business is being done in 1918 than was 
done in 1913 for each dollar of average daily deposit. 

The great reduction in legal reserve requirements brought 
about by the Federal Reserve Act was largely rendered possible 
by the fact that the country’s commercial paper was made more 
liquid by that act, both through the rediscount privilege provided 
by the federal reserve banks, and through the development of an 
open competitive market for commercial paper. Banks no longer 
need to maintain large cash reserves, which are often compara- 
tively idle, in order to be able to carry the peaks of the load. 
They have a ready recourse for funds at the Federal Reserve banks 
in time of need. The Federal Reserve banks in turn have the 
power to meet sudden calls for funds through the issuance of 
federal reserve notes, or through the reduction, under emergency 
conditions, of their cash reserve below the normal legal minimum. 

During the war we were large exporters of supplies to belli- 
gerent countries, and, on net balance, despite our large purchases 
of American securities from abroad, we have had large sums due 
us. Hence the tremendous net importations of gold that this 
country has witnessed in recent years—importations which to- 
gether with our home production have increased our stock of 
monetary gold from about 1,885 millions in 1913 to 3,046 mil- 
lions in 1917, and 3,066 millions in 1918. Our gold embargo’ 


1 The embargo was laid by a proclamation of President Wilson dated Septem- 
ber 7, 1917. Under its provisions the exportation of coin, bullion, or currency 
from the United States was prohibited, except when specifically licensed by the 
Federal Reserve Board with the approval of the Secretary of the Treasury. 
Since that date gold exports from the United States have been very small, and 
the privilege of exportation has been jealously guarded. See Federal Reserve 
Bulletin, Oct. 1, 1917, pp. 736-739. 
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This shows an increase of 75 per cent from 1913 to 1917, and of 
g2 percent to 1918. An analysis of the figures shows that a sub- 
stantial rise in prices took place in all kinds of commodities. 
faking the nine groups of commodities into which the Bureau of 
Labor Statistics classifies the 292 commodities ordinarily cov- 


ered by its index number, we find that for the respective groups 
of commodities the average index number increased from 1913 
to 1917 and to 1918 (6 months), respectively, in the following 
percentage; farm products 88 per cent to 1917 and I11 per cent 
to 1918; food, etc., 77 per cent to 1917 and 82 per cent to 1918; 
cloth and clothing 81 per cent to 1917 and 125 per cent to 1918; 
fuel and lighting 69 per cent to 1917 and 71 per cent to 1918; 
metals and metal products 108 per cent to 1917 and 75 per cent 
to 1918; lumber and building materials 24 per cent to 1917 and 
42 per cent to 1918; drugs and chemicals 85 per cent to 1917 
and 113 per cent to 1918; house-furnishing goods 55 per cent to 
1917 and 8g per cent to 1918; and miscellaneous goods 53 per cent 
to 1917 and 68 per cent to 1918. 

Viewing the situation from another angle, and comparing in- 
dividual prices for March, 1918, with those for July, 1914, we 
find that of the thirteen items of animal products covered by the 
figures of the Bureau of Labor Statistics every one increased de- 
cidedly in price during that period, the increase varying from 
thirty per cent to 182 percent. For vegetable products, eleven in 
number, the price rose decidedly for all but one, namely, potatoes, 
where there was a decline of 43 per cent for the dates mentioned. 
Of the other ten items, the smallest increase registered was 57 per 
cent, and the largest 364 per cent. Of the thirteen items classi- 
fied under textiles and leather goods, every one increased de- 
cidedly in price, the smallest increase for any item being 36 per 
cent and the largest 228 per cent. For the fourteen items of 
mineral products, every one likewise increased decidedly in price, 
the smallest increase being 33 per cent, and the largest one being 
200 per cent.’ 

Coming to retail prices we find that the index number for the 
retail prices of food in the United States prepared by the Bureau 
of Labor Statistics shows an average increase from August 15, 
1913 to August 15, 1918 of 70 per cent. A recent investigation 


1 For details of these figures see Monthly Review of the Bureau of Labor 
Statistics, June, 1918, p. 91. 
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8 Ibid., 
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in other words, the present relative importance of the right to a 
given future income as compared with a present one of the same 
size has declined. 

Wages 

Wages, which are but one kind of prices, have also riven during 
this period of inflation. Unfortunately we do not have in the 
United States any comprehensive wage statistics for the entire 
country comparable with the price statistics of the Bureau of 
Labor Statistics. The meagre evidence that is available shows 
that wage advances have been very uneven, both among different 
occupations and within the same occupation in different parts of 
the country. In some districts wage advances have been much 
more pronounced than in others; advances for example have 
been especially large in the shipbuilding districts, in the neighbor- 
hood of munition factories, and near large cantonments. Some 
types of labor, as, for example, many kinds of metal workers, 
workers in textile factories and shoe factories, have received large 
advances in wages since the war broke out, advances of from 40 
to 75 per cent having been common. For certain other types of 
workers the wage advances in most sections of the country have 
been relatively small; witness the wages of compositors and lino- 
type operators, bakers, motormen and conductors on street rail- 
ways, hod carriers, bricklayers, plasterers and steam fitters in 
the building trades *—classes of laborers whose wage increases 
since the war broke out have normally been in the neighborhood 
of ten to twenty per cent. 

A comparison of the prevailing wages of male farm labor in 
the various states for 1910 and 1917 is given in the Monthly Crop 
Report of the United States Bureau of Crop Estimates for March 
1918. This comparison shows for the different geographic sec- 


tions of the country the following average wage figures per 
month without board: 


1 See article on ‘‘ Wages and the War’’ published in Monthly Review of the 
Bureau of Labor Statistics for March, 1918, pp. 134-136, which summarizes the 
results of the recent studies in this subject made by Hugh S. Hanna and W. 
Jett Lauck, published in their book Wages and the War, New York, 1918. 
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compiled by Messrs. Hanna and Lauck.' The occupation 


showing the smallest advance was that of compositors and lino- 
type operators (newspapers, day), whose average advance was 
but six per cent, while that showing the largest advance was 
blacksmiths (shipyards, Delaware River) whose average advance 
was 105 per cent. The average advance for all 37 occupations 
was 42 per cent. 

Very much smaller advances on the average are shown by the 
figures for union wage scales, covering a large group of occupa- 
tions. Taking the rates for 1913 as 100, these figures show the 
movement of rates of wages per hour to have been as follows: 


These last figures give results so out of harmony with the other 
evidence that it is doubtful whether they are fairly representative 
of wage movements in general throughout the country. 

On the basis of the scattered evidence cited, it would appear to 
be a fair guess that the average increase of laboring men’s wages 
(including agricultural labor) from 1913 to the end of 1917 was 
somewhere between 40 and 50 per cent, and that during the year 
1918 the rate of advance has in general been more rapid than 
during any earlier year of the war. 

If one were considering the welfare of the wage-earning class, 
other factors would need to be taken into account, such as the 
shifting of men from the lower-paid to the higher-paid occupa- 
tions, the reduced amount of unemployment, opportunities for 
overtime, and overtime rates of pay, the employment of additional 
members of the family under the stress of war demands, the 
greater intensity of much of the work performed in time of war 
than in time of peace, the additional expenses of the household 
when the housewife is working away from home—expenses for 
board, laundry, care of children, transportation, etc. Here, how- 


' Wages and the War. Reprinted in the March number of the Monthly 
Review of the Bureau of Labor Statistics, March, 1918, pp. 135-6. The figures 
as given cover 44 occupations, but for seven of the occupations the figures 
given are for weekly earnings and not wages per hour or piece. These seven 
occupations have been omitted in computing the average figure. 


* Monthly Review of the Bureau of Labor Statistics, June, 1918, p. 146. 
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Again, there has undoubtedly been opposition on the part of 


both manufacturing and retailing interests which have been re- 
luctant to see the development of any educational campaign hav- 
ing a tendency to restrict the development of their business. Al- 
though, as time has gone on, there has been a real effort by banks 
throughout the country to restrict the extension of credit for 
purposes not deemed wholly essential, there has been not a little 
indiscriminate lending, while the aggregate of lending of all 
kinds has not been as thoroughly restrained as was desirable. 

The War Industries Board developed a systematic policy of 
rationing the industries of the country with regard to their con- 
sumption of fuel, material, labor and transportation, and this 
policy on their part was undoubtedly beginning to have the effect 
of reducing the demand for credit at banks. These substitutes 
for the raising of the rate of discount as a method of restraining 
the growth of business have, however, when taken in the aggre- 
gate, been insufficient to control expansion of credit. 

During the past four years the Federal Reserve system has ex- 
panded until it now includes a very large percentage of the com- 
mercial banking houses of the country. It is therefore able to 
exert the same influence over the changes in the supply of credit 
as central banking organizations elsewhere, and it is thus able 
to perform a function which is of fundamental significance in 
connection with the financing of war or with the management 
of any great demand upon the banking resources of the nation. 
This makes a consideration of the question of discount rates under 
the Federal Reserve system not only a desirable, but an indispens- 


al 


le, adjunct to any intelligent consideration of war finance. 

Since the United States became a belligerent, however, the policy 
of the Federal Reserve system has, as stated earlier in this report, 
not been that of introducing great changes into the discount rate. 
rhe question is therefore fairly raised whether the adoption of 
a policy of higher rates of interest and discount should not have 
been employed as an additional means of restricting the growth 
of credit. Two distinct points of view have been advocated with 
reference to this matter, and in behalf of both something at least 
may fairly be said by way of argument. Had the Federal Re- 
serve banks at the beginning of the war adopted a policy of ad- 
vancing their rates of discount in a degree which would effec- 
tively have curtailed the current demands for commercial credit, 
they would have materially advanced the general rate of return 
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: growing out of transactions, which has been discounted with them. 
Conditions thus produced necessarily impair the liquid character 
4 of the banks, as can be seen by the fact that the proportion of war 


have retained in their own portfolios the genuine commercial paper 


paper held by the Reserve banks has risen in some cases to a point 
representing three-quarters of their total assets, while taking all 
Reserve banks in the aggregate, it represents probably one-half 
of the total. 
Effects on the Treasury 

An important effect of the conditions and policies thus sketched 
has been that they compelled the government to pay prices higher 
than would otherwise be necessary for its equipment and sup- 
plies; and wages higher than would otherwise be necessary for 
much of its labor. In time of war there is a heavy concentration 
of the country’s economic demand upon the types of goods most 
needed for military purposes, and it is to be expected that under 
; the pressure of this increased demand the prices of such goods 
: as well as of the raw materials and types of labor that enter 
largely into their manufacture, should advance substantially ; 
and that if there is a contemporaneous upward movement of gen- 


eral prices, the prices of these war essentials should on the whole 


{ rise higher than would the general price level. What proportion 
4 of the advance of war prices over peace prices of the equipment, 
supplies and labor which the government has bought since its 
entrance into the war has been due to currency and credit ex- 
y pansion and what proportion has been due to the concentration 
e of war demands on war essentials it is impossible to say. When 
fj one bears in mind, however, that the average increase in the 
¢ wholesale prices of approximately three hundred commodities— 
Ht most of them being in no considerable degree war essentials— 
} has been doubled since the outbreak of the war, and when one 


notes that large advances have taken place in the entire list he 


will see that the presumption is strong that a substantial per- 
centage of the advance of war prices over peace prices of the 
goods which the government is buying has been due to expan- 
sion of currency and credit. This percentage computed on the 
enormous sums the government has spent for equipment and sup- 
plies would yield a very large figure. This means that to obtain 
a given supply of goods the government must raise much more 
money by taxes and loans than would otherwise be necessary. 
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called upon to bear a disproportionately heavy share of the 


burden. Outside of the civil list, as for example in munition 


plants, shipbuilding establishments and railroads, the govern- 
ment adopted a more liberal policy in the matter of wages, al- 
lowing frequent increases as the cost of living rose. 

Such meagre evidence as is available concerning the move- 
ments of wages and the cost of living in Europe since the outbreak 
of the European war seems to tell the same story, namely, that 
under conditions of inflated currency and credit, wages on the 
whole have lagged behind the cost of living in their upward 
movement.’ 

The evidence on this subject for the United States since 1913 
has already been discussed. Although scanty and somewhat 
contradictory, it shows that in some industries wages have 
risen to extravagant figures, and in others but very little. On 
the whole, however, it seems to support the conclusion that aver- 
age wages throughout the United States have not risen as rapidly 
as has the cost of living. But whether this is true or not for that 
intangible thing “average wages,” it is certainly true of the 
wages of many millions of workers. This situation was con- 
ducive to discontent among such workers, and to labor difficulties, 
which reduced the efficiency of labor and made more difficult and 
more expensive the government’s task of securing promptly an 
adequate supply of war essentials. 

We doubt whether the war could have been successfully financed 
without incidental changes in the volume of currency and credit 
and in prices. Rising prices were an effective means of curtailing 
the consumption of non-essentials on the part of millions of peo- 
ple and of thereby releasing labor and capital for war essentials, 
before economies in consumption could be enforced by thrift 
campaigns, increased taxes, rationing and preferential rights as 
regards transportation, fuel and credit. But although perhaps 
necessary to some degree, in a great war, these changes during 
the recent war appear to have been excessive and to have had in- 
equitable results. 

1 Cf. M. Huber et L. Dugé de Bernouville, ‘‘Le mouvement des prix, du coit 


de la vie et des salaires en divers pays, de juillet 1914 4 janvier 1918.’’ Bulletin 
de la Statistique Générale de la France, April, 1918, pp. 247-28. 
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matter of Liberty bonds, in so far as borrowing to buy does not 
involve immediate economies in consumption or economies in con- 
sumption in the near future through the anticipation of income 
soon to be realized—economies that will presumably pay off the 
debt within a short period of time. The man who borrows to 
buy Liberty bonds, and carries the bonds indefinitely by means 
of bank loans renders very little service to the nation. He gives 
funds to the government that the bank itself could as well have 
given directly, and does nothing to make available to the govern- 
ment the supplies, the need for which is the raison d’étre of the 
government’s borrowing. Our second year of belligerency 


showed an exceedingly rapid increase in the amount of the gov- 


ernment debt held by banks either in the form of direct invest- 
ment or as collateral for loans. Loans incurred for the purchase 
of Liberty bonds and not paid within a reasonable time should 
have their rates of interest advanced progressively above the 
rates originally charged. Every effort should be made to en- 
courage the policy of economizing to buy, in contrast to that 
of borrowing to buy. 

(3) If the Treasury is to continue to endeavor to meet its 
requirements by recourse to anticipatory borrowing through the 
issue of Treasury certificates of indebtedness, it should limit its 
borrowings in this form to the lowest possible figure by requiring 
the holding of legal reserves against government deposits and by 
initiating a more rigid discount policy. This mode of short-term 
financing, conveniently described as certificate borrowing, has 
been utilized by the Treasury to an increasing extent from our 
formal entry into the war up to the present time of writing 
It has consisted of the issue of negotiable short-term obligations 
taken by the financial institutions of the country and to a limited 
extent by investors, and paid for by the creation of additional 
bank credit in the form of government deposits, such deposits 
being thereafter drawn upon and dispersed in the course of pub- 
lic expenditure and ultimately taking the form of additional com- 
mercial deposits and enlarged deposit currency circulation. The 
certificates of indebtedness have eventually been used in payment 
of subscriptions made by or through the banks to a succeeding 
Liberty loan or have been liquidated or redeemed from out the 
proceeds of such loan. 

Certificate borrowing has made it possible for the Treasury to 
supply its fiscal requirements with great ease and with reason- 
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reserves, and through other influences, the purchasing power of 
gold has been practically cut in half during a period of fou 
vears, would be both unsound economics and unsound public 
policy. The plan amounts to a proposal to tax the people to 
provide bounties for stimulating an industry whose stimulation 
would raise still higher the high cost of living from which these 
same people are at present suffering. It would artificially en- 
large the base of our credit structure with inevitably bad results. 
rhere is no reason to believe that the new supplies of gold whose 
production would be stimulated by a bounty would not be used 
as the present ones are being used, namely, chiefly as bank re 
serves for a continually rising structure of circulating credit, a 
structure that for some time has been rising with abnormal 
rapidity. The gold bounty, moreover, even if granted, would 
probably fail to accomplish its purpose. If the bounty should 
stimulate gold production, the increased gold production in rais- 
ing the general price level would raise the prices of machinery, 
supplies and labor used by the gold-mining concerns; and these 
advances in prices would in turn lead to demands for additional 
bounties to cover rising expenses and so forth ad infinitum. 

(6) The committee refers particularly to the advisability of ter- 
minating at the earliest possible moment the gold embargo and 
the control of international exchange which have been features 
of our war emergency work. Were we to remove the gold em- 
bargo to-day the amounts for which foreign countries could 
draw upon us would be small. Perhaps a hundred millions could 
be drawn by South America and perhaps as much or more by 
the Orient. If a total of three hundred millions should be drawn 
from the United States, it would be far more than most students 
of the subject expect, while in all probability the act of removing 
the embargo would in most cases destroy the disposition of for- 
eign countries to take advantage of the freedom offered to them. 
We are the holders of more than eight billions of government 
securities, the interest and principal of which must eventually be 
paid in some form; while during the war we have paid a very 
large fraction of our pre-war indebtedness. The remaining frac- 


tion is more than offset by the claims upon foreign enterprises 


which have been sent to us in payment for the goods we have 
shipped abroad. We are therefore out of debt on private account 
and very large creditors of the rest of the world on public ac- 
count. We control to-day from one-fourth to one-third of the 
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VI 
SUMMARY 


The conclusions of the above report may be summarized as 
follows. In financing the present war the laudable effort was 
made from the very beginning to secure as large a revenue as 
possible from taxation. This effort, which resulted in defray- 
ing from taxation about one-quarter of the war outlays (inclusive 
of loans to the Allies), involved exceedingly heavy burdens. The 
chief element in the system consisted of direct taxes which, in 
the shape of income and excess-profits taxes, yielded in 1918 well 
nigh three-quarters of the tax revenue. 

1. Jucome and excess-profits taxes. Dealing first with the 
income tax, it is to be noted that the act of 1917 provided for 
a structure of great complications, some of which are removed 
in the new House bill. A number of improvements, however, 
remain to be made, among which the following—a few of 
them now incorporated into the bill just reported by the 
Senate Committee on Finance —are deserving of mention. 
There should be only a single rate for the normal income 
tax, discrimination between larger and smaller incomes be- 


ing made only in connection with the super-tax. The de- 


finition of taxable income is susceptible of further improve- 
ments. Taxpayers should be permitted to deduct losses sus- 
tained in any transaction entered into for profit, even though 
such a transaction is not connected with any trade or business. 


The arbitrary limitation hitherto imposed on corporations in re- 
spect to deductions allowed for interest on debt ought to be re- 
moved. The proceeds of life-insurance policies paid to the estate 
of a decedent should be excluded. More adequate provision should 
be made for the amortization of plants acquired since the out- 
break of the war and for the shrinkage on the value of inventories 
after the war. Corporations should be permitted to deduct all 
dividends received frora the stocks of other taxable corporations. 
If stock dividends are to be taxed as income, the existing method 
of taxing them should be so changed as to provide for the taxation 
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the limit, in interpreting the law, the results would have been 
far more unsatisfactory than was actually the case. The great- 
est desideratum in the law, if it is to be continued, is the need 
of simplification. The ordinary citizen cannot understand it, and 
in many of the difficult questions which arise cannot get very 
good advice from the average lawyer, accountant or local internal 
revenue official. If a tax on business profits is to be continued 
at all after the war, Congress should discard the cumbersome and 
complicated paraphernalia of the present law and levy a simple 
tax upon the net income derived from business enterprise. 

While from the fiscal point of view the excess-profits tax has 
been conspicuously successful, the industrial effects must not be 
overlooked. It is too early at the present time to reach a final 
conclusion, but the investigation of the committee resting upon 
an analysis of data covering over four hundred representative 
concerns seems to point to the following conclusion. If we divide 
businesses into those that have expanded during the war and 
those that have not expanded, a real problem arises in the case 
of the former category. Those that have expanded slightly or 
have managed to expand without greatly increasing their plant 
or merchandise are in relatively the best position. On the other 
hand, not a few concerns which have expanded greatly and which 
have accumulated a large proportion of tangible assets are in 
a highly unsatisfactory condition. Book profits, in times of ex- 
pansion and inflation, are not the same as realized profits. A 
business which expands its operation materially may find that a 
large part of its war profits will be needed to finance its ex- 
panded business, while it may also be obliged to borrow consider- 
able sums. If its earnings are large and are not absorbed by ex- 


cessive taxation, it may reasonably expect to pay its loans, pro- 
vide for a possible shrinkage of its tangible assets, and ultimately 
realize its war profits. Expansion has its hazards, one of the 
most important of which is taxation. It is by no means improb- 


able that in not a few cases our income and excess-profits taxes are 
imposed upon income that can never be realized and upon profit 
that will yet turn into loss. In any case, it is certain that the 
return of peace makes it necessary for Congress to consider care- 
fully the effects of revenue legislation upon the readjustments 
which now seem to lie ahead of American industry. 

2. Consumption and other indirect taxes. During the Civil 
War the greater part of our tax revenue was derived from con- 
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revenue, under the rates proposed in the House bill. If prohibi- 
tion is adopted, it will probably render necessary an increased 
tax on tobacco as well as taxes on the so-called food luxuries, 
such as tea, coffee and cocoa, together possibly with an increased 
tax on sugar. But even these changes would be inadequate to 
fill the gap and there would be presented the important problem 
of whether the loss of revenue from the taxation of liquors should 
be met by direct taxes or whether resort should be had to an 
extension of taxes on transactions and on such commodities as 
might fairly be classed in the category of comforts and luxuries. 
rhe fiscal aspects of prohibition are not to be overlooked. 

3. Land and property taxes. Had the war continued there 
is little doubt but that the project of raising additional revenue 
from land and other property taxes would have been vigorously 
pushed. The necessity of a constitutional amendment would, 
however, in any case have prevented their speedy utilization. 
The chief problems that now remain are the desirability of add- 
ing land and capital taxes to our annual sources of federal 
revenue and the utilization of the so-called capital levy to reduce 
or to extinguish the war debt. Although there is a strong 
presumption against federal land and capital taxes on ac- 
count of their interference with the state and local tax sys- 
tems, the committee has not been able to give this subject 
sufficient study to permit it to express an unqualified con- 
clusion. With reference, however, to the so-called capital 
levy, that is, a single levy laid once and for all upon property, 
and of an amount too great to be paid conveniently from current 
income, the arguments seem to be overwhelmingly against the pro- 
position in this country. Entirely apart from the administrative 
or constitutional difficulties involved, the effect upon business 
might be disastrous, the penalty upon savings would be un- 
doubted, the tendency to foster extravagance of public expendi- 
tures would be probable, and the existence of the tax-exempt 
bonds would produce the greatest inequality. For a nation in the 
present position of the United States, consequently, such a meas- 
ure as the so-called capital levy has no proper place in any fiscal 


plan. As an alternative for repudiation in a country on the verge 
of bankruptcy, something can be said for the project. For a 
nation solvent and unembarrassed, it holds no attraction. 

4. Public credit. It is unnecessary to defend the use made in 
our war finance of public credit. 
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the government consists in the exemption of the bonds from 
the normal income tax. The purpose of the exemption was 
avowedly to make the bonds more attractive and thus to 
permit their flotation at a lower rate of interest. If at any 
time they should fall below par it was thought that it would 
be possible, by raising the rate of the normal income tax, 
to bring their value up again. Such a method, however, is 
both uncertain and expensive. Still less justifiable from the 
fiscal point of view has been the exemption of state and local 
bonds. In addition to raising the money, the policy of the 
Treasury has been as far as possible to place the bonds per- 
manently in the hands of the investor. This purpose has been 
only partially successful, as is proved by the invariable decline 
of the market price of the bonds after each issue. Moreover, the 
banks were virtually compelled to subscribe largely, especially in 
the second and third Liberty loans. In some respects the most 
important task ahead of the Treasury is to accustom the American 
people to individual investment in government bonds. To what 
extent the further issues of bonds will make an appeal to the 
average investor at the present rate of interest paid upon them is 
a matter of considerable doubt. 

5. The fiscal aspects of currency and bank credit. The funda- 
mental question here is that of using the banking system in con- 
nection with public finance in such a way as to disturb prices as 
little as possible. During the war very considerable changes in 
both prices and wages have occurred and there is reason to think 
that the method of financing employed by the government has 
had an important share in bringing about these alterations. That 
some changes in prices and wages were inevitable has been the 
general experience in past wars, since such changes are due in 
no small measure to the dislocation in the conditions of demand 
and supply—the increasing demand for many kinds of commodi- 
ties for war purposes and the decrease, or the rising cost, in the 
supply due to the diminution of the labor force. But it is also 
indubitable that another cause of difficulty is to be found on the 
side of currency and bank credit. A review of the facts shows 
notable changes in the volume of currency and bank credit, as 
well as a considerable rise in prices since 1913, accompanied, how- 
ever, by a fall in the value of real estate and securities. In the 
case of wages there has also been a general rise. Although the 
facts at our disposal do not enable us to state with precision 
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prevent further aggravation of this condition during the 
post-bellum period, the following suggestions deserve con- 


sideration. The Federal Reserve authorities should follow a 
less liberal policy in the matter of rediscount and collateral 
loans for member banks. A greater effort should be made to 
discourage the “ borrow and buy ” policy in the matter of Liberty 
bonds in so far as borrowing to buy does not involve immediate 
economies of consumption. Recourse to anticipatory borrowing 
by the issue of Treasury certificates of indebtedness should be 
avoided. The gold embargo should be terminated and, with the 
re-establishment of a free international market for gold, the 
control of international exchange should be abandoned. Finally, 
the plan of stimulating gold production by means of some form 
of government aid is to be deprecated. 
All of which is respectfully submitted: 

ERNEST L. BoGarRT, 

CHARLES J. BULLOCK, 

FRED R. FAIRCHILD, 

HENRY B. GARDNER, 

Rosert M. Haic, 

Jacos H. HOLLANDER, 

EDWIN W. KEMMERER, 

ALEXANDER D. Noyes, 

CARL C. PLEHN, 

WILLIAM A. Scott, 

H. PARKER WILLIs, 

EDWIN R. A. SELIGMAN, chairman. 
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REPORT OF THE COMMITTEE ON WAR FINANCE 
DISCUSSION AT THE RICHMOND MEETING 


The consideration of the Report of the Committee on War 
Finance occupied one session of the Annual Meeting of the 
\merican Economic Association at Richmond, Virginia, on De- 
cember 27, 1918. Advance printed copies were distributed to 


the members present. In opening the meeting, and in the absence 
of the chairman, Professor E. W. Kemmerer briefly outlined th 
Report and summarized its conclusions. Discussion of it was 
then opened by Professor T. S. Adams, who spoke informally 


and, owing to pressing duties, could not supply manuscript 
lhe other discussion is here appended to the Report itself instead 
of being printed in the Proceedings. 


GrorcE E. Hotes: If it becomes necessary to retain the excess 
profits tax after the year 1919 in order to meet the heavy disbursements 
which the government will be called upon to make, it seems essential 
that the tax rate should be proportional; that is, a single rate should 
apply to all income in excess of the deduction prescribed by law rather 
than progressive rates. If the tax is designed to bring in revenue over 
a long period of time, a moderate or even a fairly high proportional rate 
will achieve that end more effectively than progressive rates. The latter 
tend too strongly to reduce all profits to one level with relation to the 
amount of capital invested. Normally, large profits are essential to in 
duce capital into fields of financial hazard — new enterprises — to en 
courage industry and to promote progress. The hope of large profits is 
in incentive which cannot be checked without danger to the national 
prosperity. A tax can become a measure of repression or of regulation 
rather than a measure of revenue. The evils of bending a tax law to 
such ends are great and should be avoided. 

\nother point which I wish to emphasize is with respect to the prin 
iple contained in the present law of placing an excess-profits tax on 
gains from the sale of the taxpayer's assets. Contrary to the English 
and Canadian practice, our law imposes a tax on gains which may be 
lerived by the taxpayer from the sale of his assets. The result is a posi 
tive and unwise restraint on the alienation of property. Although it is 
true that a taxpayer may derive great gain by such sale, such a gain is 
an extraordinary accretion to his capital, taken from the capital of some 
one else, and bears no relation to his annual income. It would seem that 
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of the arguments that can be urged for and against the issue of unsecured 
fiat paper money in war time can be urged with equal validity for and 


rainst bond issues for the same purposes; and the arguments urged in 


ipport of bond issues, although somewhat more ingenious, are no less 
tallacious than those which used to be proposed in a more naive age, and 
ire today urged in less sophisticated communities, in support of paper 
money issues. 

When one pays 60 cents a pound for breakfast bacon that used to sel! 
for 25 or 30 cents, and similarly for other essential commodities ap 
proximately $2 for what used to cost $1, and when one observes that 
this advance in prices embraces practically all commodities, one must 
conclude that the policy of conducting the war with the proceeds oi 
bond issues has been a financially unsound policy. 

Our experience during the past year and a half has demonstrated, it 
seems to me beyond any question, that bond issues are an immediate and 
direct occasion of inflation. At least inflation is a present conditio 
which must be explained and justified, or it must be accepted as being 
ncontrovertible evidence of unsound financial policy. 

Government credit extended to cover the unproductive expenditures 
of war, has no economic basis. It has the inherent quality of indefinite 
expansion and inflation, just as have issues of paper money. 

[ will venture to say that no one of us in this room feels that he has 
been taxed to the full extent of his ability to pay, or even approximately 
to the full measure of his ability to pay. But we are all of us going to 
be taxed in years to come, not only to pay the cost of the war, which we 
have been paying once while the war has been in progress, but to pay 
the cost of inflation during the war, and to pay interest on an inflated 
valuation of that cost. 

Stability of prices is as essential in war time as in peace time, and we 
have not preserved any fair degree of stability during the war. This 
seems to me greatly to our discredit. It seems to me incontrovertible 
evidence of unsound finance. If we now proceed to pay off the debt we 
must again disturb stability—if one may by courtesy use the word sta- 
bility in referring to the present level of prices. 

Inflation is an absolutely certain and accurate measure of unsound 
financial policy. It is entirely unnecessary. It distributes the burden 
of war inequitably—and the process of deflation is equally inequitable. 
Enhancement of prices in war time, except enhancement in certain lines 
in the process of adjustment to war demands, is indefensible. Under a 
sound financial policy any enhancement of prices in special lines would 
be offset by a decline of prices in other lines. We have not witnessed 
any compensating declines in any lines. In other words, we have ex- 
perienced a tremendous depreciation of our currency at precisely the 
time when maintenance of value was of vital consequence. 
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U.S. Government bonds, Federal Farm Loan bonds (“ instrumentalities 
of the U. S. Government”’), state bonds, and the bonds af the various 
political subdivisions of the state. 

I find myself in entire agreement with the findings of the committee, 
and what I have to say can only be in amplification of the committee’s 
argument against tax exemption. No argument for tax « xemption, ex 
cept expediency, is advanced either by the committee or any proponent 
of the policy, so far as I am aware. 

May I summarize the principal objections as follows: 


1, ‘ax exemption runs directly counter to the accepted principle 
taxation should, as far as possible, be proportionate to abi to pay 
his is particularly true under the operation of a sharply graded income 
tax. The appeal of the tax-exempt security to investors is in proportion 
to their tax burdens—the greater the burden, the greater tl 
Inevitably the market price for tax-exempt securities is fixed by 
mand of those investors who escape the heaviest tax burdens by owning 


such securities. This market price is too high to attract other investors, 


with the result that the ownership of tax-exempt securities tends to con 


centrate in the hands of those who would otherwise pay the heaviest 
taxes. 

rhe result is not only injustice to the taxpayers as a whole, 
f the shifting of the burden from the shoulders of those bes 
bear it; it is also costly. If the faets supported the contention that what 
is lost in taxes is made up by saving in the amount or rate of interest 
paid by the borrower, the prices for tax-exempt bonds and taxable bonds 
would vary in direct ratio to this apparent saving. Obviously, this is not 
the case. At the present market, the spread in yield between the tax 
exempt First Liberty Loan and the subsequent issues is only about 1 per 
cent, whereas the recipients of incomes in the upper brackets under the 
pending revenue bill derive as much net return from th 3% per cent tax 
exempt bonds as they would from taxable bonds yielding from 10 to 12 
per cent. To further illustrate, the spread in yield at the present market 
between the tax-exempt 5 per cent Federal Farm Loan bonds and 
similar securities without federal subsidy in the form of tax exemption, 
is from % of 1 per cent to 1 per cent, whereas the recipient of an income 
in the higher brackets of the present law gets as high a net return on 
these Federal Farm Loan bonds as he would on a taxable security 

ing 12 to 15 per cent. 

In other words, the so-called saving to the borrower afforded by the 
privilege of having his obligation exempted from taxation is far less than 
the total in taxes that this exemption costs the state, or shifts from the 
large to the small taxpayer. 

To put this loss concretely, under the present law a tax-exempt secur 
ity yields the recipient of an income of $1,500,000 to $2,000,000 a total 
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fABLE SHOWING THE ADVANTAGE IN YIELD OF TAX-EXEMPT BONDS 
AS COMPARED WITH TAXABLE BONDS OF THE SAME RATE. 


Tax % 


$5,000 to $6,000 3.26 4.3: 5.43 

$10,000 to $15,000........... 3.70 | 4.32 5.5é 6.17 

$20,000 to $30,000. y | 5.< 3.16 6.85 | 

$40,000 to $50,000........... : | .5¢ 1.35 7.94 

$60,000 to $70,000 | é 9.00 | 10.00 

$80,000 to $90,000 | 58 14 | 8.3: .52 10.71 | 11.91 

$100,000 to $200,000 2 | 7.89! 9.2 .53 | 11.84 | 13.16 

$200,000 to $300,000 j | 8.33 | , } 12.50 | 13.89 

$300,000 to $500,000 6 | 8.82; 10.29 -76 | 13.24 | 14.71 

$500,000 to $1,000,000 | 11.67 3.33 | 15.00 | 16.67 | 20.00 
$1,000,000 to $5,000,000...) 72 10.71 | 12.50 | 29 | 16.07 | 17.86 | 19.64 | 21.48 


3% | 33% 4% 43% 5% 54 6% 
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EXEMPTIONS UNDER LAW OF OCTOBER 8, 1917. 
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mortgages and to grant various other exemptions. All such exemptions 
are inconsistent with the theory of the tax we here propose, and should 
be discontinued as rapidly as the circumstances of each case permit. 

lhe personal obligation of the citizen to contribute to the support of the 
government under which he lives should not be affected by the form his 
investments take, and to exempt any form of investment can only bring 
about an unequal and therefore an unjust distribution of this tax. Our 
reasoning applies, of course, to the exemption which agencies of the fed 
eral government now enjoy. 


Tax exemption is also unjust as applied to federal issues, because 
unfairly affects the market value of taxable bonds in the hands of pur 


chasers in good faith. Moreover, it creates a distinction in the value of 
the securities in the hands of holders, depending on whether they are 
wealthy or otherwise, which is unfair to the less favored holders, 
especially when they are asked to buy them on grounds of patriotism. 
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have to lend it to everybody. You cannot discriminate under our system 
of government.” 
ine logical result of the progressive increase of tax exempt issues is 
“0 deprive federal and local government of its power to levy taxes 01 


intangible personal property. This would be a situation the reverse of 


desirable, and directly at variance with the enlightened attempts to more 


justly equalize the burden of taxation as between tangibles and intan 
gibles. It would seem to be the only proper course for the federal gov 
ernment to remove all tax-exemption provisions from its own issues and 

ose under its direction, such as the Federal Farm Loan bonds and, so 
far as it has power, tax all issues of the political subdivisions of the 


ountry. The protest will, of course, be violent, but the disease needs a 
, 
drastic remedy before it becomes incurable. 


WiLLForD I, Kinc: It seems to me that the thanks of the Associa 
tion are due to the Committee on War Finance for the very able and 
well-balanced report which they have presented. I find myself endors 
ing almost every sentence of the recommendations made and the argu 
ments therein are so clearly set forth that they need few additions. 
However, I feel that, in one respect, the committee might, with pro- 
priety, have been more radical in its recommendations. I refer to that 
part of the Report which deals with the taxation of corporations. 

\ careful reading of the Report gives me the feeling that our system 
of taxing corporations may well be compared to an old house offered for 
sale to a prospective purchaser. The house is large and roomy and, at 
first glance, creates a favorable impression. Unfortunately, however, 
the lawn requires grading and sodding, and the need for new sidewalks 
is imperative. The weatherboarding should be replaced. The inside of 
the house needs complete remodeling and finishing. Incidentally, a new 
furnace, new plumbing, new chimneys, and a new roof are essential. 
Otherwise, the house is in good condition. When finally remodeled, one 
can live in it with only a minor degree of discomfort. The question is, 
“ Is the house worth repairing ?” 

Ordinary experience says: “ No! tear the old structure down and 
erect in its place a building such as the prospective purchaser really de- 
sires.”” Is not similar drastic action, likewise, the only legitimate pro- 
cedure with regard to the federal taxes on corporations ? 

Our committee correctly points out that these taxes have proved a 
fiscal success. Great revenues have actually been derived therefrom. 
The same argument appeals to the Oriental Sultan when he farms out 
taxes to his satraps, with no command except to return the required 
amount of money. It seems to me that the argument of productiveness 
is only worthy of endorsement if it is apparent that equal revenue can 
be obtained by no more equitable device than the one in question. 


And are our present corporation taxes equitable? If so, to what 
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But how could this situation have been avoided ? Simply by levying 
upon individual incomes the same total amount of taxes collected from 
the corporations. (he records of corporate dividends and of trans 
actions upon the exchanges might easily have been used to ascertain the 
amount of income secured by individuals from these sources. By pla 

y the tax entirely upon individuals, the burden might really have been 
apportioned according to ability to pay, and any genuine “ profiteering ” 


could thus have been reached. 


will be urged that the corporation that refrains from paying 


‘nds, and hence builds up its surplus instead, goes untaxed. Well, 
why should it not? If the proceeds are still being used for the further- 
ance of social needs, what justification is there for taxing these profits ? 
As long as the funds remain a part of the assets of a legitimate business, 
they are still working for the general welfare. This being true, why 
not wait for the day when the dividends are paid before demanding the 
sovernment’s share? 

Furthermore, the present system of taxes severely penalizes the effi 
cient corporation. Why should the growth of the successful concern be 
hampered while that of the inefficient producer is fostered? Certainly, 
this policy is entirely contrary to all of the best interests of sox iety, for 
it does not favor maximum output per unit of invested effort. 

Perhaps, however, the taxes on corporations are really designed to 
punish monopolies rather than to penalize those profiting by war. If so, 
the law should certainly exempt non-monopolistic corporations, but noth 
ing of the kind has been attempted. Monopolists and competitors are 
treated alike. Hence, present corporation taxes cannot be justified upon 
this basis. 

There may be valid arguments in favor of taxing corporations but, if 
so, they have escaped my notice. Legislators naturally are led to favor 
such taxes because they provoke so little opposition from their constit 
uents. This is the case largely because the majority of people still feel 
that a corporation tax in some way reduces the size or absorbs a large 
share of the burden which would otherwise fall upon the incomes of 
ordinary citizens. As a matter of fact, however, this very inability 
realize that the tax must eventually all be paid out of individual income 
is dangerous to the public welfare, even though it makes the tax popular 


to 


in Congress. Any tax which is paid unwittingly is always likely to fur 
nish a first-class hotbed for extravagance, waste, and graft. 

It is manifestly impossible to go into detail in the limited time at my 
disposal, hence I have attempted merely to suggest reasons which, to my 
mind, furnish sufficient cause for entirely eliminating all classes of cor 
poration taxes from the sources of revenue utilized by the federal gov 


ernment. 


E. L. Bocart: As the only member of the War Finance Committee 
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